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PREFACE. 


Speaking generally it should be possible to finance 
any good enterprise. As a matter of fact numerous 
enterprises are financed that cannot be designated 
“good.”’ Still further, many enterprises are financed 
that are not only bad, but absolutely fraudulent. 
Failures to finance enterprises are, however, frequent, 
even when the enterprises have real merit and the 
general conditions are favorable. Such failures can 
only be ascribed to a disregard or ignorance of the 
principles and procedure of successful financing. The 
object of the present work is to set forth these princi- 
ples as clearly as may be, to point out the common 
mistakes, to suggest the best methods of procedure 
and to serve generally as a manual of information. 

The statements of a work of this kind cannot be 
precise. Conditions vary too widely. The general 
rules of financing are therefore presented, together 
with such discussion, illustration and related informa- 
_tion as will aid in their application to particular cases. 
The treatment of the subject is almost necessarily dis- 
cursive. In no other way could the purposes of the 
work be so well attained and the author feels that 
no apology is required for the adoption of this style. 

It will be noted that the scope of the work extends 
much further than the direct financing of an enter- 
prise, including its investigation, protection, prepara- 
tion, capitalization and other related matters. 

It may be said that the statements, comments and 
suggestions of the present volume are based on an 
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experience of some fifteen years in legal work con- 
nected more or less directly with the financing of 
enterprises. The author can only hope that these 
gleanings from experience will be helpful to those 
into whose hands the volume may come, and save 
some of his readers at least, from the painful and 
expensive mistakes so common when enterprises are 
to be financed. 

In conclusion the author would say that he has in 
preparation a supplementary volume containing the 
forms of promotion, such as prospectuses, option con- 
tracts, underwriting agreements, commission con- 
tracts, etc., etc., and that any suggestions from his 
readers that will tend to make this forthcoming vol- 
ume more generally useful, or indeed any criticisms 
of the present volumes, will be gladly received. The 
author may be addressed in care of his publishers. 

FRANCIS COOPER. 

New York City, 

Oct. I, 1906. 


The author has taken advantage of the present re- 
print of “Financing an Enterprise’ to make some few 
verbal corrections, and some minor alterations in the 
text, desirable because of changes in the conditions of 
enterprises discussed. Beyond this no modifications 
or additions of any kind have been made. 

Be 

New York City, 

Aug. I, 1907. 
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FINANCING AN ENTERPRISE. 


PART I.—THE ENTERPRISE. 


CHAPTER T. 


INTRODUCTORY. 


An enterprise, as contemplated by the present work, 
is any undertaking that may be financed. It may be 
an invention, a mine, a business, a combination, a 
consolidation, or any other form of commercial ac- 
tivity. It may be a development proposition, it may 
be a going concern, or it may be something merely 
demanding liquidation. If there is a proposition on 
one side, seeking money for its purposes from the other 
side, it is an enterprise as here considered. 

As to what enterprises can be financed, it may be 
said broadly that money may be raised for anything 
capable of being utilized for purposes of profit, or 
which men with money may be led to think can be 
so utilized. The nature of the enterprise—ethical con- 
siderations apart—is of minor importance, its success 
as a means of raising money for its own operations 
or for the benefit of its promoters being mainly a 
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matter of preparation and presentation. In the au- 
thor’s recent knowledge, an invention, untried, un- 
patented, and existing mainly on paper, was financed 
to the extent of $40,000. Further, a large portion 
of this money was placed in the inventor’s hands 
without restriction of any kind, and all this was 
done solely on the unsupported statements of this 
same inventor as to the value and conditions of his 
invention. In this case the man presenting the enter- 
prise honestly believed the statements he made, but 
this belief, as shown by results, was purely a matter 
of faith—not of works. 

Nor is this an exceptional case. It is a matter of 
common observation that investors will, if properly 
encouraged thereto, lend their financial assistance just 
as cheerfully and even more freely to some impossible 
scheme for the extraction of gold from the waters of 
the sea, or to the development of some remote and 
non-owned or non-existent mine, as to the exten- 
sion of a prosperous factory, or to the establishment 
of some solid industry in their own neighborhood. 

It is true that the promotion of illusive schemes 
such as those referred to, sometimes brings the pro- 
moter’s career to an abrupt termination in the peni- 
tentiary, and for this and other reasons should be 
deprecated. The methods adopted in the presentation 
of such swindling enterprises, however, evince much 
knowledge of human nature, are often good, and 
should be noted and applied, as far as may properly 
be done, in the promotion of honest undertakings. 
“Beauty unadorned” is. not usually appreciated in the 
presentment of an enterprise. A bald statement of 
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the facts without comment or elaboration may, if the 
facts are sufficiently good and the men behind the 
enterprise are financially strong, be effective and the 
best presentation that could be made. Usually, how- 
ever, an enterprise so presented gets no further than 
its presentation. Something more attractive is needed 
if it is to be financed. 

Just how far the gilding of refined gold may be 
carried in promotion without overstepping the bounds 
between legitimate statement and false representation, 
is perhaps open to debate. There is, however, no 
question that an enterprise to be financed may be made 
or marred by the manner and conditions of its pre- 
sentation. 

An effective presentation and successful financing 
of an enterprise are not usually possible unless the 
views—often very divergent—of both the man with 
the enterprise and the man with the money are known 
and given due weight. Therefore, the present volume 
treats its subject, as far as possible, from the stand- 
point of both parties. 


CHAPTER II. 


CONDITIONS OF FINANCING. 


To the inexperienced, the financing of an enter- 
prise does not seem difficult. Indeed to those un- 
familiar with the state of the art or “industry,” it 
appears quite as difficult to secure a good enterprise 
as to secure the funds for its flotation. There is 
money a-plenty in the world for all that is to be done. 
It cannot be left idle; it must go into something, and 
therefore, if one has a meritorious enterprise it should 
not be more difficult to sell an interest in it than to 
sell any other possession of material value. That this 
is not an uncommon impression is shown by the con- 
stant enquiry, in entire good faith, for reliable houses 
engaged in the work of financing enterprises—that is, 
concerns through which the man with a good under- 
taking may finance his enterprise just as he would 
rent a house through a real estate agent, or sell his 
crops through a commission merchant. 

Theoretically this should be so. Practically it is 
not. As a matter of fact, enterprises, even though 
good, are ordinarily floated with difficulty, and while 
houses undoubtedly do exist for the announced pur- 
pose of financing enterprises, they are, as a rule, far 
more active and successful in securing money from 
their clients than for them. 
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For this failure of theory, the very unfortunate 
conditions under which enterprises are usually pre- 
sented must be held responsible. This is proved by 
the fact that when better conditions prevail, the financ- 
ing of an enterprise is not difficult. For instance, a 
successful business man of proved integrity takes up 
some new enterprise, looks into it carefully and then 
with a sound and well-matured plan of operation, 
invests his own money in it and invites his business 
associates to do the same. If the enterprise is suitable 
and the time is right, he will dispose of this offered 
interest with ease—much more readily than he could 
negotiate the sale of his house or find a purchaser for 
a surplus stock of goods. 

The great majority of new enterprises, however, 
are not originated or primarily owned by men of this 
character. Such men, as a rule, are very fully occu- 
pied with their own pursuits. They are not devoting 
restless nights to the invention of novel mechanisms. 
Neither are they neglecting their regular avocations 
for the discovery of new lines of industry, nor seek- 
ing enterprises to be developed, nor roaming widely 
in search of mines, quarries and other hidden treas- 
ures of the earth. They are already profitably busy 
and usually only take up such enterprises as come to 
them naturally or are urged upon them. 

For this reason a large proportion of the enterprises 
brought forward are in the hands of young or in- 
experienced men, overly enthusiastic and sadly lacking 
in judgment; of inventors, often mentally loose-joint- 
ed and wildly impracticable; of unsuccessful business 
men warped by their reverses and snatching at straws; 
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of promoters, more or less unscrupulous and unrelia- 
ble; of adventurers without money or reputation and 
anxious only to turn a penny without regard to the 
means employed. 

Add to this the further facts that men are but 
“indifferent honest” and, speaking generally, too anx- 
ious for the success of their particular undertakings 
to be overly exact in their representations; that too 
often their offerings are doubtful, defective or even 
impossible undertakings, “touched up” to appear as 
golden opportunities; that their terms are as remark- 
able as their offerings, not uncommonly requiring that 
the proposed capitalistic victim shall put in all the 
necessary funds, take a small interest in return and 
leave to the promoters the control of both enterprise 
and money, and the hesitation of the man with money 
even to investigate, much less embark in “unaccred- 
ited” enterprises, may be readily understood. 

All this misrepresentation, chicanery and extrava- 
gance of statement and demand, reacts to the very 
great injury and disadvantage of legitimate proposi- 
tions. It explains much of the difficulty of financing 
and should be very clearly understood by the man who 
has an enterprise to present. It also explains to some 
extent the suspicions, exactions and often most un- 
reasonable demands of the men with money. 

Indeed, it may be said in defense of the capitalist, 
that while he very frequently does take advantage of 
the ignorant, the unsuspicious or necessitous inventor 
or owner, he is at least as much sinned against as 
sinning, and that for every man with an e ‘terprise 
who has been hardly treated or “frozen out” by his 
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financial backers, it would be possible to discover a 
hundred men with money who_have been drawn into 
unprofitable or impossible undertakings by misrepre- 
sentation or by even more flagrant fraud. 

Nevertheless, it is a fact that the profitable invest- 
ment of money is a matter of real and serious diffi- 
culty. In the East, savings banks offer from 3% to 
4% ; first-class city real estate mortgages pay from 
4% to 5%; the usual good bonds and gilt-edged 
stocks about the same; Government bonds considera- 
bly less. All these are reasonably safe but are not 
large revenue bringers. If better rates are desired, 
not only must a certain added risk be taken, but even 
with this drawback good investments are not abundant. 
Established enterprises, as a rule, offer but little more 
for money than the prevailing interest rates. If, then, 
a materially larger rate of profit is desired, investment 
in some more or less undeveloped enterprise is usually 
the only resource. For this reason, if a man has 
money to invest, he is rarely so occupied, so indiffer- 
ent, or so difficult of access, that the right kind of 
enterprise, properly presented, will not command his 
attention. Whether it will secure his money depends 
upon the ability of its presentation and the strength 
of its attraction for him. 

Opportunities for more or less speculative invest- 
ments are offered in abundance, but the majority of 
these are as risky as they are—according to the state- 
ments of their promoters—profitable. Under these 
circumstances, if the man with a really good enter- 
prise can get at people with money and convince them 
that his enterprise and proposition are good, that—if 


I4 FINANCING AN ENTERPRISE. 


the enterprise is to be under his control—he is capable 
of its successful management, that his standing and 
integrity are such as to justify their trust, and that 
the returns to be reasonably expected are sufficient 
to justify the business risk involved, he will have no 
trouble in securing all the money required. 

Of all these requisites, a reputation for success and 
for honesty is perhaps the mast important. The 
majority of investors cannot take the time or go to 
the trouble and expense of making a proper investi- 
gation of an offered enterprise, even were they capa- 
ble of conducting such a proceeding. Neither are they 
able, after investment, to supervise their interests so 
closely as to protect themselves properly against either 
dishonest or inefficient management. This being true, 
the average man and woman would rather entrust 
their investments to one in whose honesty and ability 
they have confidence, merely on the strength of his 
statements, than to a stranger, or to a man of doubt- 
ful integrity or unknown ability, even after the most 
searching investigation of which they are capable. 

It must be confessed that there are numerous start- 
ling and most remarkable exceptions to this general 
rule—cases where men give up the savings of years 
to persuasive strangers of whom they never heard 
before and of whom very frequently they never hear 
after; gold bricks are purchased freely not only in the 
rural neighborhoods, but right in the city of New 
York; extravagant and widely advertised enterprises 
with imposing lists of somewhat doubtful names con- 
tinue to reap opulent returns from subscribers, if not 
from dividends; the Keely motor is not yet forgotten 


CONDITIONS OF FINANCING. 15 


by its confiding supporters, and the enumeration might 
be continued indefinitely and most unprofitably. 

These things are, however, abnormal. They are 
the “sports” of the financial world, and, while they 
are continually happening, the ordinary man can hard- 
ly expect, and the honest man would not wish, to 
profit by anything of the kind. For the ordinary 
specimen of the genus homo, especially when engaged 
in promoting, honesty, properly fortified by ability and 
a knowledge of business procedure, must still continue 
to be the best policy, and it is on the uninflated and 
solid basis of good reputation and fair representations 
that the best financing must be done. 

In conclusion it may be said that the ideal condi- 
tions for the financing of an enterprise involve a good 
proposition, well presented at the right time to people 
who have money to invest, by a man who commands 
their business and personal confidence. Under such 
conditions the financing of an enterprise is easy. The 
more widely these conditions are departed from, in 
whole or in part, the more difficult the matter be- 
comes. The great secret of successful financing is 
then to approximate these ideal conditions—in fact 
or in appearance—as closely as the actual conditions 
will permit. 


CHAPTER III. 


METHODS OF FINANCING. 


The usual method of financing an enterprise, and 
the one discussed at length in the present volume, is 
that of interesting moneyed men. Other methods are, 
however, followed on occasion. The simplest of these 
is found when the owner or promoter has the means, 
and himself invests the money needed for his enter- 
prise. Much difficulty in financing is avoided by the 
adoption of this plan, but unfortunately it is not gene- 
rally practicable. 

Next to this method comes the good old plan of 
personal development—the actual building up of the 
enterprise itself from the financial materials at hand, 
these materials being mainly the profits derived from 
the business itself, any accumulated means of the par- 
ties, funds secured from some other occupation or 
business while the enterprise is in course of building, 
or a combination of any two or all of these. 

This method is absolutely inapplicable to the de- 
velopment of those very numerous enterprises where 
large purchases, investments or installations are an 
essential preliminary. There are other cases in which 
it is entirely inadvisable because of the slowness of 
the process, as in the development of a patent with 
but a limited period to run, the building up of a busi- 
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ness where competition may only be overcome or pre- 
vented by quick and brilliant success, and the many 
other cases where time is the “essence” of the under- 
taking. . 

Where this development plan is applicable and ad- 
visable, it is ideal. It avoids the risks, the mistakes, 
the expensive experiments, and the premature develop- 
ment more or less characteristic of all “financed”’ 
enterprises in which the managers are inexperienced 
or the lines of business new. 

It is the step by step method. A man developing 
an enterprise in this way is, at the start, working on 
a small scale, his expenditures are necessarily limited 
and his progress is unavoidably slow—so much so 
that with the most ordinary business judgment and 
acumen, his experience is gained and his success 
achieved not only without serious risk, but at the 
minimum of expense and with the least possible loss 
of time. 

He learns as he goes. In the early days his experi- 
ments are, as a matter of necessity, cautious, carefully 
- watched, small in cost and quick in results, be they 
good or bad. If good, the particular line of effort is 
pushed; if bad, abandoned without serious loss of 
either time or money. In either case the facts of the 
particular experiment are determined in the course, 
perhaps, of a few weeks and at the cost of a few 
dollars, while in a more pretentious venture the same 
results would be demonstrated no mage satisfactorily 
at a cost of hundreds or even thousands of dollars 
and months of time. 
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During this period the proprietor is going through 
a course of business training, from which he secures 
a grasp of the business, and an understanding and 
control of its every feature that nothing else could 
give so thoroughly and satisfactorily. 

As a result of this the owner of the business fre- 
quently attains a degree of success which would hardly 
be possible under any other system of development. 
He grows into prosperity and when he reaches it he 
is so firmly rooted and grounded at every point that 
he fears neither competitors nor the severest industrial 
storms. 

This method of developing an enterprise may be said 
to be the primitive and natural method. Examples 
of its successful application are, from the time of 
Dick Whittington and his cat, and before, numerous 
and well known, and are the basis for many an in- 
structive discourse of more or less dubious soundness. 

To illustrate the advantages and the disadvantages 
of the method, we may instance a comparatively re- 
cent example, known to the writer but not to fame. 
The party in mind had, by a series of reverses, been 
brought to the extreme limit of his resources. He 
had a wife and family dependent upon him for support 
and it was imperatively necessary that he do some- 
thing and that quickly. He understood the business 
of candy making, was an expert in this line, and might 
easily have secured a position in a candy factory at 
fair wages. Had he done so the ordinary expenses 
of living im New York would have consumed his 
earnings and the prospects of ever rising above a sub- 
ordinate position would have been negligible. 
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The situation was perplexing, but, after a consul- 
tation with his wife, he determined to start in business 
for himself without delay and practically without 
capital. The few dollars he possessed were expended 
for sugar and other materials necessary in the manu- 
facture of confections; the kitchen range and cooking 
utensils were converted into a manufacturing plant, 
the family were impressed as a working force, the 
marble mantel was utilized as a slab for the molding 
and working of the candy, and a few hours after his 
decision was reached, the candy factory was in full 
operation and its first products ready for sale. 

The proprietor then converted himself into a sales- 
man, provided himself with samples of his wares, and 
in the course of a few hours by dint of energetic 
drumming, low prices and excellent candy, had turned 
his entire stock into cash, the cash system being com- 
pulsory, as otherwise the factory would have been 
compelled to suspend operations for lack of funds. 

The early operations of the undertaking were diffi- 
cult and “strenuous,” but as a whole the venture 
was prosperous from the start. Very shortly the fac- 
tory was removed to more suitable quarters, and the 
equipments and methods were improved. Later a 
store for the sale of its products was established and 
when, at the end of some three years from the incep- 
tion of the enterprise, the owner was forced to sell 
out on account of ill health, the business was dis- 
posed of for $10,000 in cash. In addition to this 
his family had been maintained in reasonable comfort 
during the larger part of the business upbuilding. 
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Had the proprietor been able to continue the con- 
duct of the business himself, its success would only 
have been limited by his ability as a manager. The 
experimental stage—that doubtful period when the 
necessities of the situation are so pressing and the 
limitations imposed by insufficient capital are as se- 
verely restrictive and as keenly felt as the cramping 
of actual physical bonds—was safely passed. The 
business was solidly founded, its owner had it well 
in hand and its prosperous future was merely a matter 
of going forward on established and well-defined lines. 

The subsequent experience of this same party may 
be briefly cited here by way of contrast. 

Shortly after the gentleman’s recovery from the 
illness mentioned, a series of experiments already be- 
gun, resulted in the discovery of a new and very 
excellent preparation of a widely used food product. 
This preparation was different from anything else on 
the market, was timely, was attractive, of convenient 
form and undoubtedly of much value. 

It will be noted that the enterprise thus opened up 
was one that lent itself admirably to the personal de- 
velopment plan. The few hundred dollars necessary 
for a modest start could have been provided by the 
owner himself; the expenses could have been met by 
the returns from the business; it would have been 
readily self-sustaining as it grew, and the presumption 
is a fair one that had the owner followed the method 
of self-development, he would now be the fortunate 


possessor of an unusually large and prosperous busi- 
ness. . 
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The inventor, however, instead of following the 
lines of his past experience, concluded that the enter- 
prise was too good to require a term of years for its 
upbuilding and that it should and could be financed 
by some speedier and easier method. After due de- 
liberation, he decided that $100,000 was needed to 
put the preparation properly on the market and capi- 
talized the enterprise on this basis. Then, instead of 
putting in his time, energy and money as before to 
building up the business, he devoted himself to a cam- 
paign for capital. 

The results were most unfortunate. Begun over 
five years ago, this campaign has continued up to the 
present, and the end is not yet. The time has been 
lost, the enterprise and its owner have been harassed 
by a steadily growing indebtedness, other similar 
preparations have appeared on the market, and the 
inventor is now apparently no nearer the realization 
of his hopes than he was at the beginning. 

It is but fair to say, however, that in this case the 
inventor lost several good opportunities of financing 
his undertaking, through the unreasonable nature of 
his demands; also, that had he made a fair proposition 
for the capital needed and secured it, as he might have 
done, the business would have reached substantial suc- 
cess in a very much shorter period than would have 
been possible under the slow process of personal de- 
velopment, and that this quicker success would proba- 
bly have preserved to the enterprise a monopoly that 
is now unattainable. 

A modification of the personal development method 
sometimes followed with excellent results, is the grad- 
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ual upbuilding of a new enterprise as a side line. 
That is, the owner, already occupied, continues in the 
business or employment in which he is engaged and 
from which he derives at least a support, and gives 
the new venture such time, attention and money as 
it needs or as he can spare from his main work. 

It is obvious that this method is of very limited 
application. The conditions that permit it are unusual. 
As a rule, success in any enterprise, and more particu- 
larly a new enterprise, requires the closest and most 
unremitting attention. There are, however, undoubt- 
edly enterprises that can be worked up by this method, 
or by modifications of the method, and at times it may 
be used to great advantage. 

The plan is sometimes employed to good effect 
where two parties are interested in an enterprise, the 
one taking charge of the new enterprise and the other 
retaining his regular employment as a base of support, 
this latter giving to the new business such financial 
aid and personal attention as he may find possible. 
Then when the new enterprise is brought to the point 
of self-support, the “sustaining” associate may safely 
withdraw from his regular occupation and give his 
entire time and attention to the new undertaking. 

Occasionally this plan is modified, the owner em- 
ploying some one to take charge of the new enterprise 
while he retains his own regular employment, merely 
supervising and assisting in the new undertaking as 
he may be able, until some better arrangement is pos- 
sible. The chief obstacle in the way of this method 
lies in the difficulty of securing employees of honesty 
and ability to take charge of the new business. 
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The advantages of this “side line” financing, when 
it is practicable, are obvious. In a new enterprise— 
when its success or failure is vital—there is almost 
invariably a period of harassing uncertainty, some- 
times quite prolonged, when the income is exceeded 
by the outgo and the future of the whole venture 
trembles in the balance. If, however, the owner is 
meanwhile profitably employed and is therefore able 
to supply funds as they are needed, the danger of fail- 
ure is largely removed and the very knowledge that 
the “base of supplies” is not in danger is in itself an 
element of strength and of success. 

On the other hand, the development of a new 
enterprise by this method is slow, the business itself 
is almost certain to suffer and perhaps fail from lack 
of attention, there is also the danger that the demands 
of the new business may become so exacting as to 
take more time and attention than can be rightfully 
spared from the old occupation, and, finally, it may 
be said that most of these side line attempts are 
failures. 

Another method of financing enterprises sometimes 
employed is to borrow the money required. This is 
only possible where the standing or the collateral 
security of the borrower is such as will justify the 
loan, as it is seldom that the enterprise itself would 
be considered security for the money needed for its 
development. 

If the enterprise itself is good, the owner or the 
party in charge a good manager, and the terms of 
the loan fair, the method has advantages. It is to be 
observed, however, that while the interest to be paid 
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on the money borrowed is, in the case of a good 
enterprise, negligible, there are other dangers con- 
nected with the method. Loans and interest payments 
have a tendency to become due at inconvenient times, 
or if left to run after they become due, may be called 
unexpectedly. Then if not met, they may be used to 
the serious embarrassment of the enterprise. 

The advantage of financing an enterprise by the 
borrowing plan lies mainly in the fact that the con- 
trol and ownership of the new undertaking are left 
in the hands of the original parties. It is true that 
a bonus must often be paid to secure the money; that 
interest must be paid on the loan, and that the bor- 
rowed money must, sooner or later, be returned. If 
the enterprise is successful, however, the indebtedness 
and interest payments are easily carried and paid off 
in due time, and the whole amount given for the use 
of the money should be small compared with the profits 
of the enterprise or compared with the interest in the 
enterprise that must have been given to secure the 
needed money as an investment. 

If, on the other hand, an enterprise ends in failure, 
the loaning plan is disastrous—far more so than if 
the money were secured as an investment in the enter- 
prise. For this reason many people, well able to 
borrow, prefer to get part or all of the necessary 
money as an investment in the enterprise rather than 
as aloan. In this case they divide up the risk. They 
do not look for failure, but they recognize its possi- 
bility in any undertaking, no matter how good. There- 
fore they prefer to diminish their own interest in the 
enterprise and in the profits to be made, rather than 
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to take chances of a total and perhaps disastrous loss 
in case of failure. 

It is also worthy of special note in this connection 
that loans are not infrequently made to parties having 
promising enterprises, with the definite hope or expec- 
tation that they will not be able to pay the amount 
when due. In such case the parties making the loan 
promptly foreclose and usually buy in the enterprise 
at a tithe of its real value. To secure properties by 
foreclosure in this way is regarded by those who 
engage in the practice, as entirely legitimate and even 
clever business. The fact that it may be done and 
is done should always be borne in mind when loans 
are made, and extensions should be provided for, or 
time sufficient should be obtained to permit the enter- 
prise to pay out, or perhaps provision may be made 
to meet the loan from other sources. 

Another method of financing, frequently practiced, 
is that of taking in moneyed partners. This is but a 
modification of the usual plan of securing money as 
an investment in the, enterprise—usually in the form 
of stock subscriptions—but it has some special advan- 
tages and disadvantages of its own. 

It must be borne in mind that a partner has all the 
rights in the business that the original owner has him- 
self—that is, the usual rights of a partner. He can 
run the enterprise into debt, can interfere in its man- 
agement and make trouble in the many other ways 
possible under the partnership arrangement. 

All this is of no importance if the partner is known 
to be the right kind of a man, who will shoulder his 
part of any burdens to be borne and who can be 
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depended upon to co-operate when needed and to do 
nothing when not needed. If, however, there is any 
doubt as to the character or disposition of the prospect- 
ive partner, this close alliance should be avoided— 
preferably, and as is commonly done, by the use of 
the corporate form. Under this, so long as the busi- 
ness is properly run, there is no danger of the unex- 
pected and possibly disastrous failures or disturbances 
that might occur under a partnership. 

Another point to be considered when a financing 
partner is taken into an enterprise, is the fact that 
should the enterprise not reach the point of profit 
paying before its funds are exhausted—a contingency 
very apt to occur—the conditions are not favorable 
for securing further money. 

In a corporation, stock is usually reserved for such 
emergencies, or an issue of preferred stock or perhaps 
bonds can be arranged, but in a partnership there is 
usually no reserve of any kind that can be offered 
for additional money. It is obvious, then, that if 
this money is needed, the only fair plan is for each 
partner to contribute pro rata of his interest for the 
purpose. In practice, however, it not uncommonly 
happens that the “financing” partner refuses to do this. 

Sometimes the financing partner refuses because he 
thinks the management of the business has been poor 
and that therefore the “working” partner, who is re- 
sponsible for this, should bear the burden of secur- 
ing additional funds. At other times, the financing 
partner will decline to assist for purely selfish reasons, 
thinking that the working partner’s interests are suffi- 
ciently large to force him to pull the enterprise out 
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somehow unaided. On rare occasions help is refused 
because the financing partner hopes that the embarrass- 
ment of the business will result in conditions which 
can be made to serve his own interests, possibly re- 
sulting in his acquisition of the whole business. 

In any such case, the working partner must do the 
best he can. He may be able to borrow, or he may 
have to make very material sacrifices of his own 
interests to obtain the needed funds. In such case, 
if the enterprise is successful, he will probably be 
able to recoup himself. It is, however, far better that 
the possible need of more funds should be anticipated 
and provided for in advance by some provision of the 
partnership agreement. It is better still to avoid the 
contingency by the incorporation of the undertaking. 

The usual, and, speaking generally, the best plan of 
financing is by the sale of stock in the incorporated 
enterprise. It offers advantages both for the owner 
of the enterprise and the investor found in no other 
system of business organization. The use of the cor- 
porate system for this purpose is fully discussed in 
Chapters XLI and XLII of the present work. 


CHAPTER IV. 


REQUISITES OF A SUCCESSFUL 
ENTERPRISE. 


For a complete industrial success three things are 
essential : 

(1) A sound undertaking. 
(2) Sufficient capital. 
(3) Efficient management. 

If any one of these is entirely lacking, failure is 
reasonably sure. If any one is deficient, the diffi- 
culties of success are enormously increased. In any 
case the measure of success usually varies directly 
with the greater or less perfection in which these es- 
sentials are found. 

The necessity for a sound undertaking will be 
readily admitted. In some cases, however, an under- 
taking must be developed before its soundness or un- 
soundness can be determined. In other cases, enter- 
prises are founded on unsound undertakings, as a re- 
sult of fraud, ignorance, recklessness or poor judg- 
ment on the part of the “man with the enterprise,” 
usually coupled with “contributory negligence” on the 
part of the investor. 

The number of failures due to the fact that the basic 
undertaking was rotten or so unsound as to be no 
proper support for the proposed industrial structure, 
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is surprising. A striking instance within the writer’s 
knowledge still stands in a pleasant rolling district 
of the Indian Territory, where nature has been liberal 
in the disposition of mineral wealth, and, to make it 
easily accessible, has inclined the rock strata at an 
angle of nearly 45°. 

Here a vein of bituminous coal some two or three 
inches thick crops out right at the top of a grassy 
hill. Coal is scarce in that portion of the Territory 
and a good vein of the material is a development prop- 
osition of much interest. The little seam therefore, 
rightfully enough, attracted attention. No preliminary 
drilling or other investigation was deemed necessary, 
but on the supposition that the thickness of the vein 
increased with depth, it was taken up and liberally 
financed by Northern capitalists. 

A complete and excellent plant was erected on the 
outcrop. Expensive machinery for pumping and for 
mining and handling coal was installed. In the near 
vicinity some thirty-five or forty comfortable houses 
were erected for the accommodation of the men, to- 
- gether with stores, shops, stables and the other para- 
phernalia of a small village. Roads were laid out 
around the mine; a spur from the line of railroad, 
some seven miles distant, was graded, rails were laid 
and everything necessary for the economical and con- 
venient operation of the property was done. 

While all this was going on a substantial, well- 
timbered, double shaft was following down the incline 
of the little vein. After sinking some hundreds of 
feet it was discovered that the thickness of the vein 
did not increase with depth and that as far as had been 
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gone there was not enough coal in the mine to operate 
its own hoisting engines. Then, and not till then, 
diamond drills were resorted to and by their means 
the property was shown to be utterly worthless for 
purposes of coal mining, and the whole enterprise, 
on which nearly $100,000 had been expended, was 
abandoned. Practically the entire investment was lost. 
Worse still, the confidence of the capitalists whose 
money had been so ruthlessly and so foolishly sunk in 
this “hole in the ground” was shaken—not only as 
to this special failure, but as to the whole country as 
well. As a matter of fact, they absolutely refused to 
advance any further funds for enterprises in the In- 
dian Territory. 

In the instance cited, the disastrous results achieved 
might have been avoided entirely by an early and 
judicious use of the diamond drill. The failure to do 
so can only be ascribed to ignorance, to an almost 
criminal indifference as to the proper methods of pre- 
liminary procedure, or to fraud on the part of the 
original promoters. The capitalists were, however, 
also much to blame for not insisting on a proper in- 
vestigation of the property before sinking their money 
in premature development. It would have saved its 
cost many-fold. 

In some cases, as has been said, the soundness of 
an undertaking cannot be determined in advance, the 
only practical test being a more or less complete de- 
velopment. The results then show whether a prize 
or a blank has been drawn. The method is expensive, 
but at times no other is possible. 
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Generally speaking, however, the value of an enter- 
prise may be at least approximated in advance, and 
when this can be done, the adoption of a radically 
defective undertaking for development indicates either 
fraud or some inability on the part of the promoter, 
or gross carelessness on the part of the investor. 
Sometimes these may be combined as when—as occa- 
sionally happens—an unlucky mortal undertakes in all 
good faith to finance an enterprise, improbable or 
impossible in itself, but in which from lack of judg- 
ment, knowledge or investigation, he has entire faith. 
He sinks his own and his friends’ money in its de- 
velopment and then finds himself threatened with ruin 
because of the worthlessness of the undertaking. The 
temptation is then strong to postpone the day of reck- 
oning, conceal material facts, secure more money and 
push on in hopes that something may turn up to re- 
lieve the situation. The position is one that tends to 
turn an honestly mistaken man into an impostor. 

It makes but little difference as to results, however, 
whether a defective enterprise is foisted on investors 
through fraud, ignorance or other disabilities of the 
promoter, or from their own carelessness. They are 
separated as effectually from their money in the one 
case as the other and with perhaps as little satisfaction. 
Therefore, as a matter of common honesty, no pains 
should be spared by the owner or promoter to prove 
the value of his enterprise as far as may be before it 
is presented to the investor, and as a matter of the 
most ordinary precaution, the man who is to put in 
the money should see that this has been done, or is 
done before his money is involved. 
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The necessity for the second essential of a successful 
enterprise—sufficient capital—will hardly be question- 
ed. The only point upon which a difference of opinion 
is likely to exist in this matter is as to the amount 
required. Speaking generally, there is a strong tend- 
ency to underestimate the amount necessary for any 
particular undertaking. One not accustomed to mat- 
ters of the kind will sit down, figure out the apparent 
necessary expenses, add a fair percentage for inci- 
dentals and margin, and deem the matter settled. One 
experienced in the work knows that at every stage 
and step of development there are expensive delays, 
modifications of original plans, unexpected experi- 
mental work, additional equipment, and along with 
it all, endless incidental but unavoidable extras and 
expenses that bring the sum total far above anything 
that would at first sight seem possible. For this reason 
where the party estimating is not entirely familiar 
with the particular line of business, a considerable ex- 
cess should be allowed on every important item for 
unforeseen expenses, and in addition a liberal percent- 
age be set aside for incidentals and operating margin. 

A feature of much importance to be considered in 
this connection is the difficulty of raising further 
money for an enterprise in case the funds thought 
sufficient for its development are exhausted before it 
reaches a condition of self-support. 

When an enterprise is first presented, if the proposi- 
tion and conditions are favorable, it is nearly always 
possible to raise the amount estimated as necessary 
for its purposes. If, then, these funds prove insuffi- 
cient and are exhausted before the enterprise has 
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reached the self-sustaining point, the condition is 
peculiarly unfortunate. The failure to pull through 
is hard to explain, the enterprise is discredited, and 
the whole thing is looked upon as at least a “lame 
duck,” if not a complete failure. ° 

Under these conditions, to secure more money on 
any ordinary basis is, without misrepresentation, prac- 
tically impossible. Usually then some one person must 
be found, or a small syndicate will sometimes be 
formed, to furnish the amount requisite to carry the 
enterprise through. The matter is always one of great 
difficulty and if it is accomplished, the “‘carrying’’ 
individual or syndicate usually demands, and perforce 
receives, payment out of all proportion to the amount 
of the investment. The enterprise is looked upon as 
fair game, and a controlling interest in the whole or 
even more, depending upon the necessities of the 
stranded undertaking, is not considered unreasonable. 
It is a case where money must be had at any cost 
and this cost is usually fully proportioned to the 
urgency of the needs. 

Such a situation should be avoided by a sufficient 
provision at the time the enterprise is launched to carry 
it safely through to the point to be attained. If as 
much as is needed cannot be obtained at that time 
in cash or safe subscriptions, the enterprise should 
either be held back until the required amount can be 
secured, or the development plans be so modified that 
the amount in hand will suffice. To do otherwise is, 
as a rule, to invite disaster. 

Sometimes the danger from this source is antici- 
pated, and provision made in advance for the raising 
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of additional funds if needed. This is usually done 
by the reservation of stock to be sold when necessary. 
Then, in case more funds are needed, the whole matter 
is on a much better footing. The idea of failure is 
removed, and the whole transaction is merely one of 
securing additional capital, the need for which has 
been seen and provided for in advance. It is to be 
noted, however, that there is no time so favorable 
for raising money for an enterprise as at the first 
offering. Funds may be raised then with an ease that 
is usually impossible at any later stage, and it is a 
measure of wise precaution to secure a treasury reserve 
of cash at that time sufficient to carry the company 
through to success. 

The position of the enterprise which has reached a 
point of self-support and moderate returns, but is 
forced to raise more money to increase its business 
or take advantage of the opportunities around it, while 
not exactly favorable, is still far superior to that of 
the stranded enterprise. It is beyond the dead line. 
It has life and vitality. It is neither a suppliant nor 
a forlorn hope. The risks of investment in it are 
minimized and there is a certain degree of attractive- 
ness about it that makes the raising of additional capi- 
tal very much easier. The situation is not an un- 
common one and the ordinary methods of securing 
capital may, as a rule, be used with success. 

A somewhat unique organization was formed in 
New York City some years since for the express pur- 
pose of financing enterprises which had reached this 
point of non-elastic self-support. Its terms were also 
unique. If it advanced funds sufficient to enable the 
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struggling company to take advantage of the oppor- 
tunities then open, or to extend the general sphere 
of its operations, the “carrying concern” demanded 
as its compensation ;—first, that money advanced by it 
should be a lien on the whole enterprise; second, that 
the money advanced should be returned as soon as 
it might be done without injury to the business, and 
third, a participation for a term of years in the in- 
creased profits of the enterprise—usually to the extent 
of about 25%. The arrangement was not unfair. but 
the company for some reason seems to have retired 
from active operation. The same general idea is, how- 
ever, being carried out by individuals with considera- 
ble success, the terms varying with each enterprise 
taken up. 

Of the requisites for the successful development of 
an enterprise, the third—efficient management—is 
perhaps the most important. The undertaking may 
be meritorious, the money supply may be more than 
adequate, but without good management, failure is 
almost assured. On the other hand, though the under- 
' taking be indifferent and the money supply scanty, a 
first-class manager will overcome every difficulty. 
Usually the degree of success in any particular enter- 
prise is determined very accurately by the ability of 
its management, and one of the most difficult problems 
of industrial success is solved when good management 
is secured. 

Further, if the enterprise is yet to be financed, the 
employment of a manager known to be competent and 
successful is a material assistance in securing funds. 
Apart from any confidence the investors may have 
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in the ability of the manager to bring the enterprise 
to a successful issue, the mere fact of his willingness 
to have his name coupled with the enterprise, is a 
strong and weighty testimonial to its merits and prob- 
abilities of success. It is an incidental endorsement 
of more moment with the average investor than the 
favorable reports of half a dozen technical experts. 

It might also be noted by those with enterprises to 
finance, that the successful manager is almost invaria- 
bly a person of some means as well as ability, and that 
where the enterprise is such as to enlist his entire con- 
fidence, he is usually quite willing to take an interest 
therein on proper terms beyond his “per diem,” or 
other compensation. Where this is the case the en- 
dorsement is doubly strong, and the parties controlling 
the enterprise are justified from every point of view 
in making all reasonable concessions to secure the sub- 
scription of the future manager. Such a subscription 
is not only an addition to the financial strength of the 
enterprise and a potent argument for other subscrip- 
tions, but also amounts to a hostage from the manager 
for the faithful performance of his duties and for his 
loyal and unswerving support of the undertaking. 

To secure a good manager is not usually an easy 
matter. Enterprises are always looking for capital; 
capital, even when most busily occupied, always keeps 
a wary eye on the industrial field for anything a little 
extra good in the way of enterprises, but the good 
manager is constantly employed and is not looking 
round for new openings. He usually is not averse 
to a proposition that will better his condition, but he 
is not waiting “in the open” for anything of the kind 
and must be sought if he is to be found. 


‘ 
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The difficulties of securing good management are 
sometimes much complicated by the number of “self- 
confessed” experts who obstruct the industrial ways. 
It is but rarely that a man will admit even to himself 
that he is lacking in the highest order of executive 
ability. On the contrary, men who have never man- 
aged a successful business of any kind, and who could 
not run a corner grocery store with any degree of 
brilliancy, will cheerfully offer their services for the 
most responsible positions. If through any chance 
such a candidate has some basis upon which to claim 
consideration, as a large interest in the enterprise, or 
the influence of friends or relatives, then no matter 
what his lack of executive experience or ability, some- 
thing more physically effective than moral suasion 
will be needed to keep him out. As a matter of fact, 
one of the most serious obstacles in the way of secur- 
ing good management is not infrequently this very 
difficulty of escaping the bad. 

Notwithstanding its importance, there is often a 
singular indifference as to the character of the manager 
' employed. An enterprise will perhaps be selected with 
the greatest care, money will be supplied freely for its 
proper development and operation, and then every- 
thing up to this point having been done in the best 
possible way, the directors of the enterprise look 
round for a cheap manager to put in charge. 

Worse economy could hardly be imagined. A few 
hundred dollars a year may be saved on the manager’s 
salary, but this is done at the risk of the whole enter- 
prise, and is in itself the very worst of management. 
In a business of any importance the annual loss in- 
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volved in poor management or in any management 
short of the best, would easily amount to many times 
the manager’s entire salary. 

In the selection of a manager the very patent fact 
should not be lost sight of that a failure to make 
profits that might be secured by good management, 
is as real a loss and almost as much of a blunder as to 
lose money actually on hand, and that a manager 
who fails to increase the profits when they might be 
increased, is but one stage in advance of the manager 
who depletes the reserves. Both lose money and it is 
only a question of amount. 

It is a somewhat ungracious matter to point out 
failures of management, but such a striking illustration 
of the difference between good and bad management 
and of the importance of the former, is afforded by 
the well-known history of the A. T. Stewart establish- 
ment of New York, that we may be pardoned for a 
reference to the matter. 

This enterprise was founded by Mr. Stewart and 
was worked up by him to the position of the largest 
and best dry goods store in the country. It was known 
in every part of the United States and was largely 
profitable. At Mr. Stewart’s death the establishment 
was taken possession of by one of Mr. Stewart’s asso- 
ciates, not so well versed in business affairs. As a 
first step the well-known and—from a business stand- 
point—valuable name of A. T. Stewart was dropped, 
other changes were made, and the career of the mag- 
nificent business as it then existed was diverted from 
the upward to the downward course so decisively that 
hardly thirty years was required for its financial in- 
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volvement and the discredit and ruin of its manage- 
ment. 

The business then again came under capable man- 
agement in the person of John Wanamaker, who 
appeared as the successor of A. T. Stewart, the inter- 
vening regime being ignored. The course and policy 
of the business were altered, better methods were intro- 
duced, the business promptly responded and now once 
more stands, not as the leading business establishment 
of the country, but among the largest, best-managed 
and most profitable of its kind. 

In the inception of an enterprise good management 
is peculiarly difficult to secure, but is peculiarly neces- 
sary. After running a number of years, a business is 
officered and managed by a process of natural selec- 
tion. Men of the required ability are gradually se- 
cured as opportunity offers or work up to the places 
they are fitted for. The material is at hand, or comes 
to hand. It is then merely a matter of fitting the 
right man into the right place. 

In a new business, however, there is no opportunity 
for the preparation and demonstration of managerial 
timber. The natural selection that obtains, or that 
may obtain, among the employees of an established 
business, is not possible. Neither are there usually 
any practicable methods of trial. The selection must 
be made for better or for worse on such information 
as may be obtained from others. Add to this the fact 
that good managers are not usually unemployed, and 
the difficulty of the problem is manifest. 

The most usual course in a case of this kind, where 
it is possible and where the importance of good man- 
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agement is recognized, is to draw a manager from 
some similar business or enterprise in which he is 
already successfully employed and in which his ability 
has been demonstrated. This, of course, involves the 
payment of a higher salary than the desired official 
is already receiving, and the plan is not always then 
successful, the amiable intentions of the new concern 
being frequently frustrated by a prompt increase of 
the manager’s salary by the old company. Also there 
is some question of ethics involved in an attempt to 
withdraw a trusted employee from another establish- 
ment, but within reasonable limits it is expected, is 
undoubtedly good business and is very frequently 
done. 

If this plan is not feasible, a successful manager in 
some other line of business is likely to be a good 
selection. In this case, however, the qualifications of 
the proposed manager should be investigated with 
great care. His success may have been due to his 
very complete grasp of the details of his own business, 
rather than to his general executive ability, and in such 
case, coming into a new business, he might be an 
utter failure. It should also be borne in mind that the 
inauguration of a new business is a much more com- 
plex and difficult problem than its conduct when once 
in running order, and that a man who can successfully 
carry on an established business may be totally unable 
to give it a successful start. 

Another frequent source of good executive material 
for a new enterprise is found in the rising employees 
of other established businesses. In a large concern 
it is usually impossible for all the members of the 
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force to be advanced as rapidly or as high as their 
abilities would justify. In such case, the employees 
unable to secure promotion in their own establishment 
are not only willing but anxious to secure employment 
elsewhere more suitable to their capacities. Usually 
reliable information as to their ability and standing 
may be obtained from their employers, and this, taken 
in connection with the positions they are filling, the 
manner in which their duties are performed, and their 
general character and disposition, should give a very 
fair idea of their executive ability and the likelihood 
of their successful career in the new field. 


CHAPTER V. 


RELATIVE STATUS OF THE UNDERTAK- 
ING, CAPITAL AND MANAGEMENT. 


The relative values of the three essential features 
of a successful enterprise cannot be fixed with pre- 
cision. They vary too greatly with the conditions. 
Even in the same enterprise, they are held in varying 
estimation by the different parties concerned, according 
to the point of view to which their interests incline 
them. 

Of the three essentials discussed in the preceding 
chapter—the undertaking, the money and good man- 
agement—the author would give good management 
much the highest place if the matter is to be viewed 
from the point of actual value to the enterprise. All 
three are obviously necessary to the best success, but 
no matter how good the undertaking nor how liberal 
the supply of money, all may be ruined by bad man- 
agement, whereas even a poor undertaking, or a good 
undertaking crippled by lack of money, will, unless 
the handicap is too heavy, be brought to a successful 
issue by good management. 

While all this is theoretically indisputable, in prac- 
tice management receives but scant consideration in 
the apportionment of interests. As a rule, capital and 
the undertaking get together, divide the prospective 
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profits between them, and then look around for an able 
executive who will work these profits out. They may 
pay their manager a large salary; they may give him 
some small percentage of the profits, or may even go 
so far as to give him an interest, or an opportunity 
to earn one, in the business itself. This, however, is 
the usual limit. As to any serious consideration in the 
general enterprise, the manager is literally not in it. 
He is fitted in afterward; if he prove a misfit, so much 
the worse for the enterprise. The conflicting claims 
of capital and the undertaking stand first and until 
these are adjusted, the importance of good manage- 
ment is practically ignored. 

These relative values of capital and the undertaking 
are in a constant condition of fluctuation. If times are 
hard and the money market tight, or the individual 
bank account low, the man with money is coldly in- 
different to the claims of the undertaking and must 
be approached with deference and with persuasive 
propositions. If, on the other hand, the financial con- 
ditions are easy and investment money plenty, capital 
_ and the undertaking meet on much more equal grounds 
and it is then a battle royal between them as to their 
relative status and the division of the spoils. 

Again, if the proposition is one of unusual attract- 
iveness and is properly presented, with its strong points 
brought into artistic prominence and its weaker feat- 
ures draping the far perspective, the undertaking, 
if financial conditions be favorable, has the vantage 
ground. Or if the proposition is desirable, and the 
parties presenting it have some financial strength of 
their own so that they can meet the capitalist with the 
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easy independence that inspires respect, the under- 
taking again occupies a superior position. Conversely, 
even though the undertaking be ever so good, if the 
parties presenting it are men of limited means, and, 
as is so often the case, utterly unable to carry the 
undertaking themselves or even hold it for any length 
of time, perhaps only controlling it under a short op- 
tion, the conditions for the men with the enterprise 
are exceedingly unfavorable. Then those presenting 
it must usually take whatever proportion of the 
financed enterprise the capitalist is willing to allow 
them, which is not ordinarily excessive. 

It must also be borne in mind that the apportion- 
ment between the owners and the men with money 
varies greatly according to the basis upon which the 
matter is considered. Men of large means, if inter- 
ested in an enterprise, usually take it up in its entirety, 
and either alone or in connection with their associates 
supply or arrange for all needed funds. In such event 
they naturally expect to dictate terms. 

If, however, the necessary funds are to be raised by 
the accumulated contributions of a number of smaller 
investors, there is usually no concert of action among 
them, no individual subscription is large enough to 
influence the proposition materially, and these small 
men must perforce, if they wish to get into the enter- 
prise at all, accept the proffered terms. It is needless 
to say that these are far less advantageous than those 
secured by the larger investors. 

As may be inferred, there is no general rule as to 
the division of interests between the parties controll- 
ing the undertaking and those controlling capital. It 
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may be said, however, that ordinarily where the enter- 
prise is presented to men of means, these latter expect, 
and generally get at least a controlling interest in the 
financed enterprise. They may get more, or where 
the undertaking is very attractive or is presented under 
unusually favorable conditions, may take much less, 
but the general expectation of the man with money 
is that capital shall control. The man with the enter- 
prise must recognize this position of the capitalist, 
and, if he considers this too much to give for the 
money he needs, must present the enterprise in such 
a way as to overcome the capitalistic contention, or 
on such a basis that the question does not arise. A 
full discussion of the presentation of the enterprise 
will be found in later chapters. 

The position of the capitalist is not unreasonable. 
Money is essential. Without it nothing goes in the 
industrial world, and it is not astonishing if the capi- 
talist, seeing the necessity and the power of money, 
gets a very much exaggerated idea of its importance 
and imagines that it is the one thing needful. 

The phenomenon has no direct bearing on the sub- 
ject under discussion, but, as the “man with the enter- 
prise” gradually emerges from financial obscurity into 
the capitalistic class, the gradual conversion of his 
first indignant denunciations of the position taken 
by the “man with the money” into first indifference, 
then acquiescence, followed by compiaisant regard and 
finally by approving adoption, is, to say the least, very 
significant of one trait of human nature. 

Apart, however, from any exaggerated respect for 
money, the capitalist has some grounds for his posi- 
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tion. Theoretically the undertaking and the capital 
for its operation are integral and equally important 
parts of the one industrial project. They participate 
equally in the risks and, with due regard to any differ- 
ences in the original values involved, should partici- 
pate equally in the profits. That is, the arrangement 
is a partnership of capital and property, and, from this 
point of view, should be governed by the usual part- 
nership regulations. 

From the practical standpoint, however, the situa- 
tion is far different. The enterprise is unproved, 
while capital is of an established and known value. 
The enterprise is the possibility; capital is the reali- 
zation. Capital is recognized all over the civilized 
world and may be converted into the local standards 
of value of any place by a simple operation in ex- 
change. It is the substance of things only hoped for 
in the enterprise, and may be transmuted at any time 
into food, clothing, houses, automobiles and other 
desirable things on a fixed and well-known basis. The 
enterprise cannot. Capital is the gathered harvest. 
The undertaking is merely the soil of more or less 
unknown possibilities, which must be plowed, sown 
and carefully tended, and from which, if all the perils 
of flood, drought, storm, frost, insects and other de- 
structive threatenings are safely passed, a more or 
less plentiful harvest of capital may at last be reaped. 

The hard-headed capitalist does not, ordinarily, rea- 
son so lengthily as a basis for his demands upon the 
enterprise. He merely recognizes the fact that money 
is hard to get and heavy to hold, and that he has got 
it, and he usually governs himself accordingly. The 
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word “usually” is employed advisedly, as even capi- 
talists occasionally lose their mental balance and pour 
their treasured reserves into Keely motors, sea-water 
gold, and other equally alluring rat-holes with most 
surprising cheerfulness and prodigality. 

The owner of the ordinary enterprise does not, 
however, meet with any such pleasing reception. He 
usually runs counter to the capitalist on the hard- 
headed side and must show a reason for the hope that 
isin him. Ordinarily the reason must be a very sound 
one. If it appeals to the capitalist he will consent to 
consider the undertaking. If he finally approves of 
it, he will then agree to invest the least possible 
amount of money that will apparently suffice to prove 
the undertaking, and for this will exact the utmost 
interest that can, under pressure, be extorted from the 
man with the enterprise. 

As to the basis of the capitalist’s demand for the 
control of the enterprise, we can do no better than to 
quote the utterance of a prominent New York capi- 
talist to parties who were seeking to interest him in a 
particularly promising scheme. “If I take this matter 
up my money goes into it and is going to make it a 
success. I must have enough of it then to make it 
worth while. Also I don’t care for my property to 
be managed or my money to be spent by other people. 
If some one else is to say how this enterprise is to be 
managed and how its money is spent, my money does 
not go in.” 

This puts the capitalistic position very briefly and 
very clearly. From his point of view it is but ordinary 
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common sense, and the man with the enterprise must 
recognize this position and govern himself accordingly. 

It must also be borne in mind that the capitalist 
is usually an able man of affairs, familiar with the 
methods by which the successes of the industrial world 
are obtained, and speaking generally, far better quali- 
fied to manage and direct the financial features of an 
enterprise than is the original owner, or the parties 
by whom the enterprise is controlled. His manage- 
ment and control should, of course, be under such 
suitable regulation and restriction as will protect the 
parties bringing the enterprise. These regulations 
need not in any way interfere with the proper business 
management of the enterprise. If the capitalist is 
acting in good faith, he is usually quite willing to 
agree to all reasonable provisions to this end. If he 
is not, the man with the enterprise would better go 
further, for he can certainly fare no worse. 


PART II.—INVESTIGATION OF AN 
ENTERPRISE. 


CHAPTER VI. 


IMPORTANCE OF INVESTIGATION. 


Possibilities of new commercial activity exist every- 
where and are constantly arising. A fine ledge of 
marble is discovered on a New England farm; a Texas 
rancher finds himself the owner of a good-sized moun- 
tain of yellow ochre; a Nevada prospector stumbles on 
a heavy vein of mineralized quartz; an inventor brings 
out a new typewriter or a system of wireless teleg- 
raphy; the capitalist lays his plans for the consoli- 
- dation of rival railroads, the formation of a trust or 
the development of a new process. 

In many cases the original owners of these possi- 
bilities are either unaware that they possess an enter- 
prise—or the basis of an enterprise—or are unable to 
finance or develop it if they know of its existence 
and it lies dormant until taken up by some neighbor, 
friend or outside promoter. These promoters may 
themselves secure the money needed for the enterprise, 
or they may pass it along to other promoters who 
interest capitalists. These latter may keep the enter- 
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prise themselves, or may sell it, or perhaps capitalize 
it and offer the stock for public investment. 

When any one of the thousand and one possibilities 
of the business world is brought forward, no matter 
by whom or in what stage of its progress to develop- 
ment, the first question—and from a business stand- 
point, the most important question—is, “Will it pay?” 
This question can only be answered by investigation. 
It is obvious that this investigation is of the most 
vital importance to every one interested, whether 
owner, promoter, operator or investor. Upon its 
thoroughness, intelligent direction and accuracy de- 
pend the safety of the investment and to a very large 
degree the whole future of the enterprise. 

Notwithstanding the importance and the very ele- 
mentary necessity of such precautions, enormous sums 
are lost each year simply because the proper investi- 
gations of enterprises are not made. Too often those 
promoting an enterprise are quite willing to take 
chances themselves and apparently think that what is 
good enough for them is good enough for their friends 
or such portion of the public as they may induce 
to invest. At other times investigation is omitted 
from absolute indifference. More often it is the result 
of ignorance as to what should be done, or to a mis- 
taken economy, or to actual lack of the funds required. 
Not infrequently this neglect of the proper investiga- 
tion is carried so far that in connection with subse- 
quent representations it becomes absolutely fraudulent, 
and many a promoter of this stripe has escaped a 
prolonged residence in the jails of the country only 
from the reluctance of his victims to spend money 
to put him there. 
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Examples of the indifference of both promoters and 
investors to the necessity of investigation are numer- 
ous. Mining propositions are offered with defective 
titles; inventions are financed while unprotected by 
patents; companies are organized to operate under 
licenses which convey little or nothing; factories are 
established to manufacture products for which there 
is no sufficient demand, or are erected in places where 
raw material is not available or where markets are 
too distant; worthless mines are developed at great 
expense ; railroads are constructed like the one financed 
by Col. Carter of Cartersville, which, as described by 
an unfriendly critic, “began nowhere and ended no- 
where.” Such enterprises are familiar to all. 

A case in point occurred some years ago in the 
writer’s immediate knowledge. An inventor of some 
reputation and some achievement had struck upon a 
new principle in the construction of phonographs that 
seemed reasonable and promising—so much so that 
when he approached a few friends with a proposition 
for money to construct experimental apparatus, his 
proposal was listened to with interest and finally ac- 
cepted. As soon as terms were arranged, a machinist 
was employed and construction work began. All went 
well for a few weeks until one of the parties con- 
cerned—who, it may be said, was himself an attorney 
—while looking up patent matters connected with 
another enterprise, thought it well to see what had 
been patented in the line of their own little under- 
taking. His investigation quickly resulted in the dis- 
covery that some years before Prof. Bell, of telephone 
fame, had discovered and fully patented everything 
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the little syndicate was striving to accomplish. The 
enterprise came to an abrupt conclusion. 

In this case no investigation of any kind had been 
made. Sometimes, however, even when an investi- 
gation is undertaken, it falls short in some vital de- 
tail. An instance of this kind within the knowledge 
of the writer, so frankly a failure that no exception 
can be taken to its citation, may be given. 

In a somewhat distant part of the country, a heavy 
vein of sandstone asphalt had been discovered and it 
and its surroundings investigated with considerable 
care. The quantity proved entirely sufficient, the qual- 
ity was reported as excellent by experts, the vein lay 
in a position to permit of easy working from the sur- 
face down, the location was readily accessible, good 
roads already existed to a shipping point but a few 
miles distant, and an easily graded right of way was 
available for the construction of a railroad spur into 
the property. All the conditions seemed favorable 
and money for the development of the property was 
contributed freely. 

The general manager, a pleasant, affable gentleman, 
of good standing and fair general ability but entirely 
lacking in successful experience in the asphalt business, 
was selected from among the stockholders and placed 
in charge. He took hold with much energy and en- 
thusiasm, built a little village for the accommodation 
of his employees, with office, store, church and school- 
house, all complete and in thoroughly good style, in- 
stalled a first-class refining plant of a design in suc- 
cessful use in another part of the country, put in all 
necessary apparatus for the mining and handling of 
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the material, graded the railroad right of way, piped 
in a water supply and generally prepared for the active 
business campaign anticipated. 

Upon the completion of the installation, an experi- 
mental run of the machinery was made and it was then 
discovered that some peculiar conditions existed in 
the asphalt of the deposit and that the refining plant 
was utterly unable to handle the material. The ma- 
chinery was never brought to the point of successful 
operation. The whole enterprise fell through and the 
$40,000 invested was, as it proved, an almost total 
loss. The deposit, as it stands, is still awaiting de- 
velopment and may be purchased with all its improve- 
ments at a heavy reduction from first cost. 

In this case the investigation had stopped just one 
step short of the proper point. The shipment of a 
small quantity of the material to an operating refinery 
for a test run would have shown at a comparatively 
trifling expense that the machinery was not adapted 
to the work. Or, if this could not be done on account 
of the rivalry existing between the different asphalt 
‘refineries of the country at that time, the next most 
obviously prudent method would have been the con- 
struction of a small working model of the machinery 
which would at a moderate cost have demonstrated 
its unsuitability for the work. Or, if the installation 
had been made with full-sized machinery, but piece by 
piece, each piece being tested before the next was 
begun, and no expense beyond this had been incurred, 
the point of weakness would have been discovered be- 
fore any considerable expenditure had been made. 
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Any of these methods would have involved some 
little delay, but, as it turned out, would have saved 
many thousand dollars of money and the year or more 
of time that was thrown away on the costly develop- 
ment of a striking fiasco. 

In the case cited there were no serious obstacles 
in the way of a full investigation. It sometimes hap- 
pens, however, that the parties most interested—the 
owner, promoters or even those having money in the 
enterprise or about to put money in—will themselves 
stand in the way of a proper investigation. In some 
cases they merely refrain from investigating, consid- 
ering it unnecessary, too much trouble or too great 
an expense. There is no direct refusal to investigate, 
but it is simply not undertaken. In other cases, how- 
ever, a proposal to investigate the merits of an enter- 
prise will be met with a deliberate and sometimes very 
emphatic refusal. 

In such instances, the refusal may be due to any 
one of several reasons. The most obvious inference 
is that the party refusing fears that investigation will 
disclose fraud. Sometimes, however, such a refusal is 
due to a perhaps half-acknowledged feeling of the 
parties refusing that they would rather have a good 
run for their money—and any money they can get 
from their backers—and test the enterprise by actual 
development, than to have it nipped in the bud by the 
unfavorable opinion of some hard-headed expert who 
might of course be mistaken in his report on that 
particular enterprise. Again, a refusal will arise from 
a fear that an investigation of the enterprise, which 
may be an unpatented invention, an unprotected pro- 
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cess or an unsecured property, may lead to its loss 
by underhanded means. Occasionally a refusal results 
from an honest belief that such investigation will not 
be a fair one or will not be properly conducted, or 
will be conducted by improper or incompetent parties. 

In both of these latter cases, it will be recognized 
that the refusal may be entirely justifiable and should 
not be held in any way to indicate fraud in the enter- 
prise or an unreasonable disposition on the part of its 
Owners or promoters. Speaking generally, however, 
it may be said that whenever the proper investigation 
of an enterprise is refused or evaded, the enterprise 
involved should be viewed with deep suspicion, and 
unless some satisfactory method for its investigation 
can be agreed upon, should be left severely alone. 
There are people—of the kind who are soon parted 
from their money—who enjoy the gamble of backing 
an uninvestigated proposition, and their amusement 
should not be interfered with by any other class of 
investors. 

It may be said that people very frequently do go 
‘in with an inventor or discoverer on a sort of “blind 
pool” basis, with very inadequate, if any investigation, 
possibly not more than what is embodied in a general 
discussion of the matter with the party presenting the 
enterprise. In such case they trust that the party in 
charge will materialize his expectations so far at least 
as to bring them out whole, and they hope for a great 
deal more. Such an investment, while entirely legiti- 
mate, is purely speculative and wholly outside the 
realm of ordinary business. It is a “grub-staking” 
proposition with the odds much against the parties 
putting up the money. 
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Instances of such investments are familiar. At the 
present time a very skilful chemist of much repute in 
synthetical work is languishing in jail as an incidental 
result of just such an undertaking. He either had, 
or professed to have discovered a formula for the 
synthetical manufacture of camphor. In other words, 
he claimed to be able to manufacture camphor by the 
combination of chemicals. He also claimed that he 
could do this at a price far below the cost of the 
natural gum. Such a discovery would be of very 
great value at any time, but particularly when gum 
camphor is scarce and high in price as now. Under 
these circumstances his claims were received with re- 
spectful consideration, and though backed up by noth- 
ing further or stronger than the chemist’s own state- 
ments, were deemed of sufficient importance to justify 
the construction of an experimental plant. Accord- 
ingly a well-known firm of manufacturing chemists 
advanced $15,000 for the construction and equipment 
of a laboratory for the demonstration of the camphor 
process and for the manufacture of camphor there- 
after. 

Whether the chemist was really able to manufacture 
camphor synthetically is not known and possibly never 
will be known, as the gentleman in question, instead 
of expending the money advanced in laboratory con- 
struction and in the production of the gum, diverted 
it to his own personal use, with the result that he is 
now in jail awaiting trial on a charge of criminal 
conversion. 

In this case the claims of the chemist were very 
direct, were given plausibility by previous discoveries 
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made by him, and the rewards of success were so 
great as to perhaps justify the risk of the money. 
It was, however, a pure matter of taking chances and 
apparently in this case the chances have gone wrong. 

Possibly the most notorious case of a “blind’’ in- 
vestment in recent years is that of the Keely motor. 
The details of this very remarkable enterprise are too 
fresh in the public mind to need any detailed account. 
It is sufficient to say that for over twenty years Mr. 
Keely maintained the secrecy of his work, never show- 
ed any practical results and always refused to permit 
investigation beyond a certain point. He was willing 
to show the results of his alleged wonderful force, or 
application of force, but any proposition looking to a 
real investigation was either nipped in its incipiency 
by a direct and very positive refusal, or was led astray 
by a cloud of meaningless words, expressions and 
jumbles of phrases, that were seemingly held in re- 
serve for just such occasions. 

Meanwhile Mr. Keely’s backers, who were business 
men of the highest personal and financial standing, 
stood by him year after year through disappointment 
and postponement constantly recurring, and never 
seemed to tire of pouring their money into the hopper 
of the mill that Mr. Keely’s motor was turning, until 
it was stopped by the’ death of the principal actor. 
Then, and not till then, the secret was revealed and 
they found that instead of an unsuccessful inventor, 
they had been dealing with an unusually successful 
impostor. The hundreds of thousands of dollars in- 
vested in the alleged discovery were hopelessly lost. 

The history of the Keely motor merely emphasizes 
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the general proposition that where investigation or 
publicity of a proper kind is refused, the enterprise 
should be avoided. With an honest and meritorious 
enterprise there is always some way of disclosing or 
proving it so that without injury to the enterprise, 
its intending backers may be properly acquainted with 
its merits—or lack of merit. If this cannot be done, 
it is a fair presumption that something is wrong with 
the undertaking. 

The truth of this could hardly be better illustrated 
than by the well-known and somewhat unhappy ex- 
perience of sundry Boston capitalists a few years since 
in connection with a scheme for the extraction of gold 
from sea-water. It is a well-known fact that gold 
occurs in sea-water in minute quantities. The inven- 
tor of the “scheme” announced his discovery of a pro- 
cess whereby it might profitably be extracted. Ex- 
perienced in the art of extracting gold from credulous 
humanity—no matter what his ability may have been 
to extract it from sea-water—the inventor constructed 
a mysterious plant, mostly under water and therefore 
conveniently out of the way of investigation, at a 
secluded spot on the New England coast, procured a 
supply of gold dust and commenced his operations. 
Boston was selected as the most promising field for the 
active operations of the general scheme and some of 
the alleged sea-water gold was freely exhibited in 
evidence of what was then doing. Naturally some un- 
belief was manifested, but the “doubters” were invited 
to accompany the inventor to the plant and see the 
thing done. They went, saw as much of the plant as 
was exposed, saw the inventor take out a fresh supply ~ 
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of gold each morning, and took the rest for granted. 
They were satisfied with their “investigation” and 
financed the undertaking with liberality. It is stated 
that nearly a million dollars was secured from the vic- 
tims of the inventor, who about this time disappeared, 
the secret of his “process” disappearing with him. 

In conclusion it may be said that the ready accept- 
ance of claims or statements without adequate investi- 
gation not only leaves the door wide open for the 
perpetration of deliberate fraud as in the instances 
just cited, but also offers wide opportunity for the 
more or less unintentional frauds and the honest mis- 
takes so frequent in the history of financing, resulting 
in the investment of large sums of money in worthless, 
deficient or impossible enterprises. No matter by 
whom the enterprise is taken up, whether by the owner, 
inventor, promoter or investor, nor for what purpose, 
whether for development, operation, financing or for 
something else, its thorough investigation cannot be 
neglected save at the most serious risk of failure and 
financial disaster. Intelligent effort here will save 
‘largely elsewhere and a small expenditure for investi- 
gation has frequently prevented ruinous loss or com- 
plete involvement later. 


CHAPTER VII. 


METHODS AND RESULTS OF 
INVESTIGATION. 


The great object of the investigation of an enter- 
prise is to determine its possibilities—in other words, 
to ascertain as nearly as may be whether the proba- 
bilities of profit will justify development or operation. 

This investigation should be undertaken primarily 
by the owner or promoter of the enterprise. It is, 
however, equally important to those who come into 
the undertaking later, and unless they are willing to 
accept the results of investigation already made, it is 
probable that the enterprise will be investigated again 
—perhaps many times, as the conditions and interested 
parties change. The investigations already made may 
not have been of sufficient thoroughness or scope, or 
the later parties may wish to complete, extend or 
check up on them, or they may wish to make an 
entirely new and independent research. 

When undertaken by the original owner or promo- 
ter, investigation is for the purpose of ascertaining 
whether the enterprise gives sufficient promise of re- 
turns to justify the time, trouble and investment in- 
volved in either its financing or development. 

Those who come into the enterprise later investigate 
for the purpose of determining the safety and the 
profit of the undertaking. This investigation will 
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naturally extend somewhat further than that of the 
original owner or promoter, for not only must it cover 
the ground of the investigations already made—or that 
should have been already made—but must in addition 
include any changes in the original conditions due to 
the work of the owner or promoter. 

It is obvious that these different investigations, 
though conducted at different times and by different 
parties, have the same general end in view. The con- 
siderations of the present and succeeding chapters will, 
therefore, apply equally to any investigation, whether 
made by the owner of the enterprise, or by a promoter 
considering its financing, or by a moneyed man con- 
sidering an investment. It is to be noted, however, 
that the investigations contemplated here apply only 
to the natural features of the enterprise. If company 
organization, management, stock issues and other mat- 
ters of the kind are to be included, the scope of the 
investigation is considerably extended, as indicated by 
“The Investor’s Questions,” in a later chapter of the 
present work. 

When an investigation is undertaken, there will 
probably be points peculiar to the particular enterprise 
to be considered, but there are certain general matters 
which affect the majority of enterprises and which, 
unless they are already known, must be fully investi- 
gated. These matters may be roughly classified as 
follows: 

(1) Basis of enterprise. 
GayecTatle: 

(3) Output. 

(4) Environment. 

(5) Conditions of operation. 
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Under each of these heads several points are to be 
considered. 

(1) Basis of enterprise. 

(a) Does a substantial basis for the enterprise ex- 
ist? This may seem almost too elementary a query 
to be included, yet it is often disregarded. The men 
who financed the Keely motor so liberally took chances 
as to this and lost several hundred thousand dollars 
in the “gamble.” Some few years since stock was sold 
quite extensively in a South African diamond mine 
that existed only in the imagination and printed matter 
of the canny promoter. Gold mines very conveniently 
located in the valley of the Hudson near New York 
City, have been announced more than once, and no 
little money has changed hands in connection there- 
with on no better basis than a find of pyrites or “fools’ 
gold.” 

(b) If a process or invention, will it do what is 
claimed for it? This is practically a different form of 
the preceding query, and is obviously a very essential 
point. Frequently, however, the construction of a 
working model or complete machine, or perhaps the 
development of the whole enterprise, is necessary be- 
fore it can be answered. 

(c) Are similar undertakings in operation else- 
where? Unless the enterprise is absolutely unique, 
some idea—and usually a very definite idea—of its 
prospects for success can be obtained by consideration 
of similar undertakings elsewhere. 

(2) ‘Title. 

Is the title, whether deed, transfer, patent, assign- 
ment or bill of sale, good or sufficient? In considering 
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a purchase of ordinary real estate no pains are spared 
to investigate and guarantee the title. In other mat- 
ters the same care is not observed. Defective titles 
to mines are always turning up; inventions are first 
financed and their patent protection—or lack of pro- 
tection—is looked up afterward; or an interest is taken 
in a contract that is later found to convey little or 
nothing. 

It is to be noted that doubtful titles, or titles that are 
not perfect, are sometimes the best that can be secured. 
Then they must be carefully considered to determine 
their sufficiency. 

(3) Output. 

(a) Is there a sufficient and profitable demand for 
the output? The output as here considered is anything 
from which direct returns or the revenues of the 
enterprise are secured, as the coal from a coal mine, 
the publications of a publishing company, or the trans- 
portation facilities of a railway system. It is obvious 
that an enterprise cannot be profitable unless a suffi- 
cient demand exists for its output, but at times, as 
discussed later, to determine this point in advance is 
difficult if not impossible. In enterprises of a certain 
character it is frequently the one unknown quantity. 

(b) Is or will the output be sufficient to supply 
the demand? Naturally the supply must be large 
enough for profitable operations, or the enterprise is 
not likely to be undertaken; but beyond this, if it is 
not sufficient to meet the demand properly, competi- 
tion is invited or the demand itself may be discouraged 
and seek other sources of supply. In either case failure 
or loss might result. 
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(c) Is the output of proper quality to meet the 
demand? If the enterprise be a mine, the quality of 
its output is usually fixed by the natural conditions 
and cannot be changed. It then becomes necessary 
to ascertain whether this quality is that required by 
the demand that is to be satisfied. It is obvious that 
this quality may be too high or too low. For instance, 
a high grade, brittle asphalt, excellent for varnish 
and paints, would not be at all suitable for paving. 
Or a low grade coal carrying much sulphur and phos- 
phorus could not be used for the manufacture of a 
fine steel, though it might be quite good enough for 
general use. In most mining enterprises, however, 
the quality cannot be too high, the product being more 
valuable as its purity or grade increases. 

If the enterprise be the production of some manu- 
factured article, its quality can usually be adapted to 
the needs of its market. The output in this case may, 
however, be fixed as to quality by the character of the 
raw material supply. For instance, a fine steel could 
not be produced from iron ores containing a high 
percentage of phosphorus, nor could a fine china be 
produced from a coarse potters’ clay. 

(d) Can the product be turned out at a figure that 
will make operations profitable? This is obviously 
one of the essential points and one that usually re- 
quires consideration of a number of contributing ele- 
ments before it can be properly answered. 

(4) Environment. 

(a) Are the raw materials available? The raw 
materials must either be readily accessible, or the 
transportation facilities must be such as to render their 
delivery in quantity and at low cost easily possible. 
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(b) Are water, fuel and other necessary supplies 
readily accessible and at reasonable cost, or a cost that 
will permit of successful operation? 

(c) Can labor be secured at a reasonable price and 
in sufficient quantity? Usually the resident popula- 
tion will furnish a sufficient supply. Sometimes this 
may be supplemented by the importation of labor. If 
the labor must be skilled, the matter is more difficult. 
Then if the region is a new one for that particular 
industry, the labor required must be brought in, or 
perhaps a sufficient number of skilled laborers will be 
obtained to begin operations on a limited scale, and 
the resident labor will be gradually educated up to 
the requirements of the enterprise. 

(d) Are the markets readily accessible and are 
the transportation facilities adequate and reasonable 
as to cost? Instances are perhaps familiar to most 
of our readers where enterprises have been ruined, or, 
conversely, have been built up by railroad discrimi- 
nation. It is not, therefore, sufficient in itself that 
the markets are readily available. The disposition of 
‘the railroads must be ascertained. 

Not only must rates be favorable but transportation 
capacity must be adequate. No matter how favorable 
the rates, if transportation cannot be secured when 
needed, the profits, or even the existence of the enter- 
prise, might be seriously endangered. If water trans- 
portation is available, it will probably be cheaper and 
for many purposes preferable, and should be carefully 
investigated even though rail transportation is at hand. 
If not needed at the time, it will serve as an alternative 
in case of subsequent harsh treatment by the railroads. 
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(5) Conditions of operation. 

(a) Is competition to be encountered? Some few 
enterprises are so fortunate as to have no competition. ~ 
Usually, however, competition is more or less severe, 
and is a factor which weighs heavily in considering 
the prospects of success. First must be considered 
any existing competition. This competition has the 
very material advantages of an established trade and 
income. Then the possibilities of new competition 
must be taken into account. If the enterprise is a 
success, and other concerns can come in and secure 
exactly the same facilities, competition is usually to 
be expected and should be guarded against in advance. 

(b) Do any local conditions exist which would 
specially affect the enterprise? It is obvious that lower 
New York would not be desirable for the site of a 
“rest cure,” nor should a meat market be established 
in a vegetarian colony, nor would it be wise to make 
Kansas the headquarters of a trust. These are ex- 
treme illustrations, but it is easily seen that investi- 
gation of local conditions is very essential. 

For instance, suppose the Illinois Central Railroad 
were under consideration as a member of some great 
railroad consolidation. The charter of this road is 
a special one granted by the State of Illinois; the 
road itself is required to pay a percentage of its re- 
ceipts to the State; certain state officials are ex-officio 
members of its board of directors, and various state 
laws exist rendering the control of the road by out- 
side interests difficult. It is obvious, then, that its 
inclusion in the consolidation could not be intelligently 
considered until all these local laws and conditions 
had been fully investigated. 


CHAPTER VIII. 


SPECULATIVE AND NON-SPECULATIVE 
ENTERPRISES. 


The scope and results of investigation in any par- 
ticular case will depend largely on the nature of the 
enterprise. For the purposes of the present consider- 
ation, enterprises may be regarded as divided into 
two classes—non-speculative enterprises, in which the 
uncertain quantities may be so far eliminated that the 
undertaking becomes one of ordinary business risk; 
and speculative enterprises, in which the unknown 
quantities cannot be determined with accuracy and 
in which the risk is greater—and usually much greater 
—than in the ordinary business enterprise. These 
speculative enterprises may be further divided into 
those of a semi-speculative nature and those of a 
purely speculative nature. This distinction is entirely 
one of degree. In the semi-speculative enterprises the 
uncertain quantities may usually be worked out at a 
comparatively small expense, or perhaps by partial 
development, while in the purely speculative enter- 
prises the undertaking itself must as a rule be carried 
to some pretty full measure of development before its 
value—or lack of value—can be determined. 

It is, naturally, the object of the promoters of an 
enterprise to bring it as quickly as possible to the basis 
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of an ordinary business risk—that is, to the point 
where it becomes an investment proposition and not a 
speculative risk. It is the province of investigation to 
determine to which class any particular enterprise be- 
longs and to bring out as accurately as possible just 
what risks are incurred and what must be done, if it 
is of a speculative nature, to bring it to an investment 
basis. 

Enterprises which involve merely the ordinary busi- 
ness risk may usually be investigated and their merits 
and possibilities determined in advance with consider- 
able accuracy. In many cases this is attained at a 
comparatively small cost, and in the case of established 
lines of industry, by the simplest procedure. 

For example, suppose a cotton mill is to be establish- 
ed in a Southern state. The general conditions of the 
industry are well known, and for the man familiar 
with the work, require no investigation. He will, 
however, have to study the special features of his 
particular proposition. He must ascertain whether 
a sufficient supply of the raw material is within eco- 
nomical reach and whether labor at a fair price is 
at hand or obtainable; also whether fuel and water 
supplies are available and whether transportation to 
his markets is adequate and reasonable as to cost. 
The possibility of securing a suitable site, of erecting 
the necessary buildings and of bringing in the re- 
quired machinery, all at reasonable figures, must be 
investigated, as also any local laws or conditions 
specially affecting the enterprise. 

When the mill man has determined these matters, 
the details peculiar to that particular proposition are 
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pretty well covered. The rest is a matter of common 
expert knowledge. The uncertain quantities have been 
determined and there remains only the working out 
of the equation. This can be done with such accuracy 
that to establish an unsuccessful cotton mill would, 
under ordinary circumstances, be a standing and de- 
served disgrace to those responsible. 

As we depart from the conditions of known busi- 
ness, the difficulties of determining the unknown 
quantities increase. In the more speculative enter- 
prises such as many mining prospects and many in- 
ventions, the only satisfactory investigation is by an 
actual trial—that is, by a more or less complete de- 
velopment. As a consequence, such enterprises, while 
usually holding out large possibilities of profit, also 
involve a very large measure of risk, which can only 
be avoided by avoiding the enterprises. In an under- 
taking of a semi-speculative nature most of the con- 
ditions are known or may be ascertained by an ordi- 
nary investigation, the elements of uncertainty being 
usually confined to a few points which may be deter- 
mined without the expense, trouble and loss of time 
of a complete development. 

The history of type-setting machinery affords good 
illustrations of semi-speculative enterprises. Here the 
only unknown quantity or uncertain element of the 
whole undertaking was the production of a machine 
that would rival the work of the hand compositor, 
or approach it closely enough for practical use. 
Everything beyond this was a matter of common ex- 
pert knowledge. 

This problem was undertaken by a number of in- 
ventors. Failures were numerous. The most conspic- 
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uous of these was perhaps the Paige machine, which 
was brought into unusual prominence by Mark 
Twain’s connection with the enterprise, as well as by 
the ingenious intricacy and mechanical beauty of the 
machine itself. 

In this case investigation was carried as far as the 
nature of the enterprise would permit. There was 
no question as to the demand for a practical machine 
of the kind, and the one sole point in doubt was as 
to whether Mr. Paige was able to construct such a ma- 
chine. His mechanical principles seemed sound, his 
ideas were reasonable, and after full investigation the 
parties interested decided that the probabilities were 
in favor of success, and the financial support of the 
enterprise was pledged. 

The subsequent history of this unfortunate under- 
taking is one of continual demands for money, long 
delays and heavy expenditures, resulting in the final 
completion of a machine which, while a marvel of 
mechanical ingenuity, would not stand the hard usage 
of every-day operation and was therefore an absolute 
failure. 

The history of the linotype machine is as striking 
an example of success. In this an entire departure 
was made from the principles employed in any prior 
type-setting machine. Instead of employing the ordi- 
nary type of the composing room, the inventor took 
the ground—at that time entirely novel—that the suc- 
cessful machine must make its own type and do it in 
such a way that the ordinary difficulties of mechanical 
type-setting would be avoided. The movable type idea 
was therefore abandoned. In its place was substituted 
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the now well-known linotype slug which forms in one 
solid piece a complete line of matter, or line of type, 
the machine deriving its name from this feature. 

This very radical departure from the usual plan 
involved numerous elements of uncertainty. Many 
new functions were to be performed by the machine. 
‘It must include a small furnace where molten type 
metal might be kept ready for use; it must have 
matrices for every letter and character used in English 
composition; it must be capable of arranging these 
letter matrices into words, and these words must be 
spaced evenly in the line. The line of matrices must 
then be used as a mold and this mold be filled with, 
the melted type metal. The solid line of type so 
formed must be delivered on the galley, the matrices 
making up the mold must be distributed to the maga- 
zines from which they came, ready to be used again, 
and all this must be done, and well done, at a high 
rate of speed. In short, the machine must perform 
all the operations of a composing room and of a type 
foundry, at the dictation of a single operator. The 
plan was original and striking. Its execution was 
equally daring and brilliant. 

Details of the numerous mechanical difficulties that 
were overcome, and of the unfortunate differences be- 
tween the inventors and constructors of the machine, 
are unnecessary here. It is sufficient to say that the 
idea was worked out to operative perfection—first so 
that the machine could be profitably employed, prin- 
cipally on account of its rapidity, on rough newspaper 
work, then, as the mechanism was still further per- 
fected, on book work, and beyond this, yet further, 
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until now it is used in almost every branch of the 
art. It has been and is a complete and striking in- 
dustrial success, and the profits to those connected with 
it have mounted up into the millions. 

In both the cases cited, investigation was carried 
on intelligently and as far as was possible. Most of 
the conditions were known. The question of patents 
was perhaps not absolutely certain, but was sufficiently 
so to be left for future determination. In either case 
the only material uncertainty was as to the construc- 
tion of an acceptable operating machine. In both cases 
the possibilities, both of loss and profits, were clearly 
recognized and accepted in advance. In the one case 
the matter was successfully worked out; in the other 
it was not. It is to be noted that in the case of the 
linotype, as soon as a practical operating machine had 
been constructed, the whole enterprise was removed 
from the speculative class, its one element of unusual 
risk having been worked out. Thereafter it was an 
investment enterprise depending mainly on good man- 
agement—which was forthcoming—and liable only to 
the risks of ordinary business. 

In the more purely speculative enterprises the un- 
certainties extend further than in the instances con- 
sidered—so far, in fact, that the only way in which 
the value of the enterprise may be conclusively deter- 
mined is by actual development. 

An illustration of this kind is furnished by wireless 
telegraphy. In this case there was but little room 
for the ordinary investigation. The demand for teleg- 
raphy was and is undoubted and extensive. The con- 
ditions surrounding its commercial use are well known. 
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Patent protection for wireless apparatus could unques- 
tionably be secured to any reasonable extent. The 
element of uncertainty was—and is—as to whether a 
wireless system could be devised to operate so effect- 
ively and economically as to compete successfully with 
the existing ocean cables, and later perhaps with the 
land lines. 

Here, physics as well as mechanics were involved. 
Natural laws before unknown, and even now seen 
but darkly, were to be studied. Mechanisms for their 
utilization were to be constructed. It is plain that the 
uncertain features of the enterprise were material, and 
from their nature, could only be determined by a 
more or less complete development of the whole enter- 
prise. 

The seriousness of these uncertainties is shown by 
the fact that the Marconi Company—taking this as 
the first and most prominent enterprise of a wireless 
nature—was first organized over seven years ago and 
active work has been in progress ever since, but the 
success of the undertaking is still a matter of belief— 
not of accomplishment. The value of the system as 
a means of communicating between vessels at sea and 
between these vessels and the land has been demon- 
strated, but this field is not sufficient to justify the 
present capitalization of the company, and much more 
must be accomplished before it is a commercial success. 

Further, the stockholders of the Marconi Company 
not only took chances on the success of wireless teleg- 
raphy, but specifically on the success of the Marconi 
system of wireless telegraphy. Their risk extends 
beyond the mere success of the system. Wireless 
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telegraphy may be a failure, beyond its present limited 
application, and the Marconi people lose. Wireless 
telegraphy may be a success, but Marconi’s competi- 
tors may have distanced him in the race and the 
Marconi Company still lose; or possibly new discover- 
ies may relegate the whole system of wireless teleg- 
raphy to an industrial limbo before the coveted goal 
is reached by any one. The enterprise may well be 
classed as extra-hazardous, and if successful, it will 
need to be extra profitable to repay the investors for 
their risk. 

Another though not so well advertised enterprise 
in the line of telegraphy—the Delany System of Rapid 
Automatic Telegraphy—gives an instance in which the 
principles involved and the practicability of the de- 
vices employed have been thoroughly established, in 
which the patents are secured and satisfactory, and 
where the field is so novel as to remove the fear of 
competition, but where the uncertain quantity is as 
to the demand. 

The Delany system is designed to transmit tele- 
graphic matter at the rate of from 1,000 to 2,000 
words and upwards per minute, and to do it so cheaply 
and effectively that correspondence by wire is appar- 
ently entirely feasible. The experts of the electrical 
world admit that the system is practical and that it 
justifies its inventor’s claims. It has been completed 
down to the smallest details, and the only question 
that now remains unsettled and which retards the 
introduction of the system, is as to whether there is 
sufficient demand for telegraphic correspondence to 
justify the instalment of the complete telegraph plant 
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necessary for its practical operation. That is, are 
there enough people willing to pay a moderate price 
—say, twenty-five to fifty cents—to have their letters 
delivered at their distant destinations within half an 
hour or an hour from the time of their dictation, and 
enough related work, such as the transmission of 
news matter, market reports, etc., to make the new 
system a success; or would it, if installed, merely di- 
vide the present telegraph business with the existing 
telegraph companies, and encounter their destructive 
competition instead of occupying the quiet and profit- 
able field for which it was designed? 

The inventor of the system is absolutely certain 
that the business exists and that his system could be 
inaugurated and profitably maintained without con- 
flict with existing systems. Other men equally prac- 
tical maintain that it could not, but that if floated it 
would be obliged to enter the arena with the other 
telegraph companies and fight with them for existence. 
The history of invention weighs in favor of the in- 
ventor’s contention, but nothing can actually demon- 
strate his “correctness except an actual trial on a 
large and expensive scale—that is, a working demon- 
stration, which is very unfortunately an expensive and 
formidable undertaking. 


Since the above was written a well-known promoting 
concern has undertaken to finance the Delany System 
of Rapid Automatic Telegraphy, and it is probable that 
at no remote date the workings of the System and the 
demand for its services will be definitely settled by 
means of a practical demonstration,—in other words, 
by actual operation. 


CHAPTER IX. 


INVESTIGATION OF A NON-SPECULATIVE 
ENTERPRISE. 


The investigation of an enterprise well within the 
established lines of industry is usually a simple matter, 
especially if the interested parties are themselves 
versed in the particular line and capable of making 
the necessary investigation. 

When these conditions do not obtain, the services 
of experts are usually available. If not already known, 
names and addresses of such experts—in all those lines 
in which independent experts are found—may gener- 
ally be obtained from the advertising columns of the 
trade journals published in the interests of the par- 
ticular industry. If not, a request to the publishers 
of the journals will usually procure the desired infor- 
mation. 

It is obvious that an expert employed for any in- 
vestigation of the kind should be competent and re- 
liable. It may be that the expert selected is well known 
to the parties, or is of such standing and reputation 
as to guarantee his fitness, but if otherwise, his quali- 
fications should be looked up with much care. Such 
an investigation is not usually one of difficulty, the 
expert himself furnishing the references and other 
data necessary for this purpose. Nothing should, how- 
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ever, be taken for granted. If references are given 
they should be written to, or if statements are made 
as to work done, they should be “checked up.’ It 
occasionally happens that an alleged expert will give 
references of the highest character, knowing that these 
parties will not endorse him, but hoping that no en- 
quiry will be made. 

An expert will either undertake the entire investi- 
gation of an enterprise or, if desired, will confine his 
examination to the more technical portions, leaving 
matters of ordinary detail for the parties by whom 
he is employed. The services of an expert range in 
price anywhere from $10 a day upwards, averaging 
usually about $25 per day and expenses when an “out- 
of-town” investigation is to be made. Or a lump sum 
will sometimes be agreed upon for a particular exami- 
nation. These expert services are usually worth the 
full price paid, but as a measure of precaution the cost 
of any investigation should be agreed upon in ad- 
vance. 

The examination made by an expert, unless re- 
stricted, usually extends to all the essential features 
of the undertaking. His report, especially if favorable 
in its tenor, and good both in manner and form, is 
not only of immediate value but is also most useful 
in any subsequent financing of the enterprise. If the 
expert is thoroughly qualified, his report will probably 
be in shape to be used for this or any other proper 
purpose. If not, it is in no way improper to request 
its re-arrangement. The subject matter of a report is, 
of course, absolutely and entirely within the province 
of the expert and not to be interfered with, but the 
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manner and form, if defective, are not entitled to any 
such respect. 

In any investigation of great importance, a single 
report is hardly sufficient, even though the standing of 
the expert be high. It is but seldom, if ever, that an 
expert of reputation can be “purchased,” but he may 
occasionally be swayed by outside influences and there 
is, of course, always a possibility of error. Also it 
frequently happens that special points require further 
investigation. Therefore when important matters are 
under consideration, several expert investigations are 
often made. In most matters, however, a single re- 
port if made by a competent man, is amply sufficient. 

When an enterprise has features entirely new or 
outside the realm of established industry, the problem 
is one of much greater difficulty, requiring some modi- 
fications of the usual methods for its proper solution. 
Also, regardless of the nature of the enterprise, the 
manner of investigation will vary to a greater or less 
degree with the particular undertaking. The matter 
may perhaps be best illustrated by a discussion of 
methods that have been actually employed in the pre- 
liminary investigation of different enterprises. 

The first proposition discussed is a somewhat singu- 
lar one, partaking of the marvelous and mysterious in 
its nature quite as much as did the original presenta- 
tion of the Keely motor. As presented it was nothing 
more or less than the conversion or transmutation of 
metals, the party in control claiming to have discoy- 
ered new natural laws enabling him to convert the ordi- 
nary spelter, or zinc, into high-grade brass at a total 
cost for labor and materials of from five cents to eight 
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cents per pound. As the principal constituent of brass 
is copper, the claim, if verified, amounted to the profit- 
able and commercial conversion of zinc into copper. 
Ordinarily in New York business circles a proposition 
so remarkable would have been received with mildly 
interested scepticism, tinged with a more or less po- 
litely expressed sarcasm. In the present instance, 
however, the gentleman making the claim was at the 
head of an active and successful manufacturing enter- 
prise in which the metals concerned were largely used 
and his personal intelligence, ability and commercial 
standing were such as to warrant attention, and a cer- 
tain amount of confidence in his statements. 

Satisfactory explanations of the necessity for the 
capital for which the inventor asked were forthcom- 
ing. Very handsome samples of the transmuted metal 
were submitted for examination. The proposition 
was very reasonable, involving no payment to the in- 
ventor of any kind except from profits, and the pro- 
cess itself was vouched for so strongly and with such 
frank plausibility that the matter was finally and with 
many misgivings, taken up by the New York house 
to which it had been presented. 

The process was naturally a secret one, but the 
owner agreed to make any demonstration required, 
providing only that the actual secret of the process 
should be retained by him until final contracts had 
been entered into. As soon as these had been executed, 
the process was to be revealed to some trustworthy and 
competent party to be mutually agreed upon. Then, 
under the supervision of the two, the manufacture 
would be at once begun, and so soon as an adequate 
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output was secured, the copper markets of the world 
would be placed at the feet of the parties concerned, 
together with resulting wealth, “beyond the wildest 
dreams of avarice.” 

The inducements were attractive, the proposition 
was “right,” the conditions were reasonable and the 
whole thing then hinged on the results of an investi- 
gation of the process. The parties looking into the 
matter were promoters who, in event of a successful 
demonstration of the process, had undertaken to se- 
cure all necessary capital for the enterprise. 

In this case most of the factors were known and 
the investigation at once narrowed down to the two 
points: 1. Could the transmutation be made? 2. Could 
it be made within the price named, or at a price that 
would make the process commercial? The value of 
the whole enterprise would be established if these two 
points were satisfactorily settled, and they were of such 
a nature that an absolute demonstration was entirely 
possible. : 

As a first step the samples of the alleged trans- 
muted metal were submitted to a well-known and skil- 
ful chemist for analysis. It is to be noted that an analy- 
sis was not in logical order at this point and that it 
would have to be repeated in due course with brass pro- 
duced in the test of the process. It was undertaken at 
this time merely as an incidental “bracer,’’ only neces- 
sary or desirable because of the very remarkable nature 
of the whole proposition. The results of the analysis 
fully confirmed all claims as to the grade of the brass, 
a good-sized nugget of copper being secured from the 
brassy samples submitted to the chemist. 
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The investigation of the inventor’s ability to effect 
this interesting transformation was then undertaken. 
A preliminary demonstration in his laboratory was 
completely successful, beautiful samples of brass be- 
ing produced, apparently from ordinary spelter. Some- 
thing more than this laboratory test was, however, 
deemed necessary for so unusual a proposition and a 
more formal demonstration was therefore arranged in 
a foundry near New York City. To make this the 
more complete and satisfactory, and to guard against 
fraud, all the preparations—except as to the very small 
quantity of transmuting material necessary—were 
made by the investigating parties, the inventor merely 
indicating the necessary temperature of the furnace, 
the quantity and quality of the spelter, the size and 
kind of crucible required and even agreeing to accept 
the assistance of one of the regular foundry helpers in 
place of his own trusted assistant. All this looked very 
open and fair, the arrangements were made and at 
the appointed time the inventor put in his appearance. 

The test was picturesque to an unusual degree. For 
the sake of privacy, it was conducted in a small de- 
tached smelting room with murky walls and bare 
beams, blackened and discolored by age and metallic 
exhalations, and crowded with the apparatus and para- 
phernalia of the craft. For convenience, the test was 
made after business hours in the early gloom of a win- 
ter’s evening, and in the half light which struggled 
through the grimy windows, the scene looked strangely 
weird. Around the sunken furnace was a little group 
of interested spectators and as, from time to time, the 
furnace covers were raised, the white-hot radiance 
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streamed forth on their intent faces, and lighted the 
whole scene with a dazzling brilliance, strikingly 
Rembrandtesque in its effect. This, as the magician- 
in-chief sprinkled his mysterious powder into the cru- 
cible within and performed his incantations, rose and 
fell, changed color and was obscured and modified 
by dense and curiously colored fumes. Only the wand 
and flowing robes of the medieval magician were lack- 
ing to complete the scene. 

The scenic effects were, however, the only satis- 
factory results of the demonstration. Otherwise it 
was a striking failure. At the end of the operation 
the spelter was still spelter, and the magician in charge 
was merely a warm and perspiring gentleman, much 
occupied in trying to explain the absence of results. 
The investigation practically ended there, and the 
whole matter was dropped. It subsequently transpired 
that the gentleman had been the victim of his assistant 
who for purposes of his own not remotely connected 
with the perquisites of his position, had surreptitiously 
introduced enough copper into the “home demonstra- 
tions’ to produce brass. 

Another enterprise—the development of an asphalt 
deposit—was entirely legitimate and well within the 
scope of ordinary business, but its investigation was 
rendered difficult by the centralized condition of the 
industry, the remote location of the deposit, the pe- 
culiar features of that deposit, and, generally, by the 
lack of information on the part of those interested as 
to how these difficulties might be best met and over- 
come. 
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The deposit was located in the Indian Territory, 
rendering any clear reading of its title quite difficult, 
and consisted of an immense perpendicular vein or lead 
of sandstone impregnated with asphalt. This vein was 
from 50 to 200 feet wide, went down to an unknown 
depth, and extended over the country for a mile or 
so on either side of the point selected for develop- 
ment. 

A small plant had been in operation on the deposit 
but unfortunately had been burned a few weeks be- 
fore the investigation under discussion was under- 
taken. The deposit itself was developed to a very 
limited extent, the work consisting of a shaft or pit 
some fifteen or twenty feet deep with a drift run- 
ning out from the bottom some fifteen feet toward 
the side of the vein. 

At that time, the general asphalt industry was con- 
trolled by the Barber Asphalt Company, and almost 
every competent asphalt expert in the United States 
was in its employ. Also the various concerns using 
asphalt were closely allied, or tied, to the Barber in- 
terests and therefore information was not only diffi- 
cult to get, but when obtained was apt to be absolutely 
misleading. 

The whole matter was further complicated by the 
fact that the interested parties—who investigated the 
deposit as promoters with a view to its financing— 
were ignorant of the asphalt business and worst of all 
were short of funds for the preliminary work. As 
will be seen the conditions were difficult. 

‘The principal points to be decided—much compli- 
cated by the unfavorable conditions—before the financ- 
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ing of the property could properly be undertaken, were 
about as follows: 

1. Was the title good? 

2. Was the material as produced of any adequate 
value, or, if not, could it be produced in any form 
valuable enough to justify development? 

3. Was the quantity of crude material sufficient 
to maintain commercial operations ? 

4. Could the refined product, by the process then 
in use or by any other process, be produced profitably 
and on a commercial scale? 

5. Could the property be secured on a fair basis? 

These points are not, and, of necessity, cannot be 
arranged in exact logical sequence. They were, how- 
ever, all vital points, and in a preliminary and super- 
ficial way, were investigated simultaneously until, in 
the opinion of the investigating parties, the balance of 
probabilities all along the line was sufficiently favor- 
able to justify the expense of a more thorough investi- 
gation. 

In this preliminary work a discussion of terms with 
the owners very quickly resulted in an informal, but 
adequate, written memorandum; a personal inspection 
of the property convinced the interested parties that 
the quantity was likely to be more than sufficient; and 
a discussion of the refining process already used 
seemed to indicate that some modification of the ma- 
chinery devised for that process would give a practical 
method of reduction. 

All this was satisfactory, but the matters of demand, 
or market, and title were more difficult. The title 
seemed decidedly doubtful and was only passed pend- 
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ing further investigation upon the assurance of the 
owners—reinforced by the statement of other re- 
sponsible parties—that the title was the best that could 
be secured, and that large and valuable coal mines in 
the general neighborhood had been operated for years 
under similar titles. 

The question of the market for the material could 
only be settled far enough to show that very large 
quantities of asphalt were used annually in the United 
States for paving, varnish, paints and water-proofing 
and that the price ranged—depending upon the kind 
and quality of the asphalt and the veracity and imagin- 
ative powers of the informants—from $20 to $200 and 
upwards per ton. Any more accurate determination 
of the matter seemed to involve the investigation of 
the whole industry, which, while it was seen to be 
ultimately necessary, was not deemed advisable at this 
stage of the proceedings. 

The results of the preliminary investigation were, 
however, deemed sufficiently favorable to the property 
to justify a more searching investigation. 

The question of title was then submitted to attor- 
neys versed in the laws and customs of the Territory. 
These reported that the title—which was in the form 
of a lease from an Indian Company—was the same 
as that of other mineral properties being operated in 
the Territory, and would certainly hold as long as 
the Indians remained in control; that in case of the 
United States government taking charge—as has since 
been done—some provision would probably be made 
to protect titles of the kind, but that if not, the lease, 
provided operations were in progress under it, could 
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probably be held under the doctrine of vested rights. 
This was not satisfactory, but the title was the best 
that could be had at that time and it was decided to 
proceed with the matter if the other conditions were 
favorable. 

To determine the question of quantity, a practical 
geologist of the Southern country was employed, who, 
after careful investigations and measurements, to- 
gether with drilling to determine depths, reported that 
the quantity was amply sufficient to justify a large com- 
mercial development of the property. He also ex- 
pressed his belief that the asphalt was of excellent 
quality, but not being a specialist in this line his opin- 
ion was not regarded as decisive. 

As no other asphalt of exactly that kind was being 
mined at the time, the investigation of the cost and 
method of producing refined asphalt could only be 
established by the erection of an experimental plant. 
This was undertaken, a small plant with a daily 
capacity of about half a ton of refined material being 
erected on the site of the former works. This plant 
showed that the asphalt could not be produced profit- 
ably on that scale at the prices then obtainable, but 
gave ample grounds for the belief that with a larger 
production the cost could easily be reduced to a 
point at which profits were possible. This plant also 
gave opportunity for material improvements in the 
process and the character of the machinery employed 
and furnished all necessary samples and material. It 
also gave the basis for a reasonably reliable estimate of 
the cost of a larger commercial plant. In this con- 
nection many of the other important features were 
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settled such as water and fuel supply, methods of 
mining, facilities for and cost of transportation, man- 
ner of handling the asphalt, etc. 

The determination of the value of the product was 
by far the most difficult feature of the investigation. 
The general asphalt industry was in the hands of a 
strong monopoly, which strenuously resisted invasion 
of any portion of their field and refused information 
of any kind. 

Worse than this, misleading information was freely 
given. As the simplest practical method of getting at 
the quality and value of the material, samples were 
sent to a number of different houses dealing in asphalt 
and they were asked if the material could be used in 
their work, and, if so, at what price. Much informa- 
tion was obtained in this way, most of it practically 
useless. Several houses, dealing in paint and varnishes 
made from asphaltum, wrote that asphalt such as sub- 
mitted could not be used in their work. This was 
literally true but they neglected to add the helpful in- 
formation that a further simple distillation to remove 
the superfluous oil would render the asphaltum most 
valuable for paints and varnish. Another prominent 
dealer wrote that the samples furnished were about 
equal to his “D” grade of asphaltum but quite inferior 
to his “A”, “B” and “C” grades and that he thought 
he might be able to use the product if delivered in 
New York at $15 per ton. As the parties investigating 
knew nothing about the “A”, “B”, “C” and “D” 
grades of the dealer and could not put the refined 
asphalt down in New York for $15 per ton, this re- 
port was also valueless. Almost invariably the answers 
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were such as to be most discouraging to the investi- 
gators. 

A general knowledge of the real situation was ob- 
tained finally by dint of extended and persistent in- 
quiry. This came from independent dealers, from in- 
formation that filtered out through the employees or 
ex-employees of the monopoly, from the users of 
asphalt and from experts. Some of these experts were 
willing to undertake investigations of the material and 
make at least partial reports, which were reliable as 
far as they went. Others were willing to give guarded 
information on special points and all this, in connec- 
tion with general information gathered from the many 
other different sources, finally pieced out a reasonably 
fair, full and accurate knowledge of the whole situa- 
tion. 

The final determination of the matter was that the 
asphalt was of great purity; much resembled the 
variety known as the “Bermudez”; was quite suitable 
‘for paving and roofing, and when refined to the proper 
point of hardness was excellent for paints and some 
grades of varnish; that it could be produced at a cost 
of from $15 to $18 per ton, and that its value in mod- 
erate quantities would range delivered between $25 
and $40 per ton according to condition, location, ete. ; 
also that a sufficient demand could be worked up for 
it at prices that left a satisfactory margin of profit. 

All this was ascertained from what was practically 
the investigation of the undeveloped property, as the 
little plant actually erected, and the very limited sink- 
ing and drifting that was done could hardly be called 
development. At the conclusion of the investigation, 
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however, the parties having the property in hand were 
in a position to present their enterprise to capitalists 
with some grounds for consideration. This was done 
and after much discouragement and many failures 
owing mainly to the opposition of the asphalt monoply, 
strong and competent parties were found who agreed 
to take the property up, erect a fair-sized plant and 
operate it on prescribed terms. These terms were 
reasonable and the arrangement would have been con- 
summated but for an unfortunate disagreement among 
the parties controlling the property. This effectually 
tied up the whole enterprise, the little plant was shortly 
after burned a second time, and the property remained 
for years unworked, deserted and in a condition of 
most melancholy desolation. 

The great difficulty in the development of this prop- 
erty lay in the very effective opposition of the monopoly 
which then practically controlled the asphalt business 
of the country. This was encountered at every point, 
and made trouble at almost every step from the very 
first. 

In an ordinary enterprise this difficulty would not 
be encountered. Expert assistance, as a rule, can be 
obtained with the certainty of full and reliable reports, 
the general conditions may be easily ascertained by 
direct investigation, and, where necessary, working 
tests can usually be made with but little trouble or 
expense. 

As an illustration of this latter class of enterprise, 
the contemplated development of a silicate clay deposit 
near Pittsburgh may be briefly considered. 

This bed lies in the side of a low bluff just above 
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the railroad track and consists of an upper decom- 
posed clay, covering a lower and much harder sili- 
ceous clay that must be removed by quarrying. The 
upper clay is supposed to be adapted to the manufacture 
of the ordinary fire brick, the lower hard clay to the 
manufacture of the very refractory fire brick required 
in the furnaces of the iron and coke regions. The 
title to the property is unquestioned, it can be obtained 
on reasonable terms, the quantity is practically de- 
cided to be sufficient by the location and general char- 
acter of the beds, the demand for the brick is reason- 
ably large and constant at a known and steady price, 
and transportation is at hand at a fixed rate. The only 
important points left for investigation before the value 
or possibilities of the enterprise may be reasonably well 
determined, are (1) the suitability of the clay, (2) the 
quality of the product, and (3) the cost of production. 

The nature and value of the clay can be easily and 
cheaply settled by sending a sufficient quantity of the 
material to brick-yards which are near at hand, where 
it may be worked, molded and burned with the ap- 
paratus and equipment there in use. If these near- 
by brick-yards decline to assist in the establishment 
of a possible competitor, more distant brick-yards must 
be resorted to where an actual trial may be made at a 
still very moderate total cost. In either ¢ase, a practi- 
cal working test of the clay is secured that determines 
its behavior and the character of its product under 
conditions that hardly permit of error. 

In addition to this, however, the nature of the clay 
and its products may also be determined—and should 
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be determined—by expert investigation and analysis. 
In this way the exact composition of the clay may be 
determined, and as the requisites of a good fire clay 
are well known, the value of the particular clay for 
this purpose may be decided almost as positively as 
by a working test. There is no difficulty in finding 
competent analytical chemists to undertake this work 
whose report will be reliable and comprehensive. 

The general value of the finished brick might be 
determined by an extended practical test but may also 
be determined—and almost or quite as certainly—by 
this same expert analysis, or, more properly speak- 
ing, by expert investigation. By actual trials the ex- 
pert can decide with exactness on the strength of the 
brick, its durability, resistance to fire heat and the 
other details of importance in this connection. 

The nature of the clay and the quality of the pro- 
duct having been settled, there remain only the cost 
of production and the cost of marketing to be con- 
sidered. The cost of production may be easily de- 
termined. Unless special difficulties are encountered 
in the particular clay, the cost of manufacture after 
the clay is taken from the earth is a matter already 
well known. Special difficulties in the clay are not 
likely to be encountered, but if they are, should be de- 
tected both by the actual trials and by the expert ex- 
amination. If they are found, the cost of manufac- 
ture—if materially increased by these difficuities— 
should be determined by working tests on a large scale 
at neighboring brick-yards. 

Granting that no special difficulties are discovered, 
the only items in the production cost still undetermined 
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are the expenses of digging or quarrying and any ex- 
penses of handling due to the particular location, the 
local cost of fuel and labor being already well known. 
The quarrying costs may be determined with much 
accuracy by expert estimate and be verified by actual 
experiment. The after handling may also be esti- 
mated by an expert with quite sufficient accuracy, as 
the whole matter is one of general knowledge in the 
industry. 

In this case every point requiring investigation may 
be decided to a nicety in advance, and if the results 
are favorable and the prime essential of good man- 
agement can be secured, the enterprise should be al- 
most certainly successful. 

An undertaking of this general nature may, how- 
ever, be greatly complicated by the introduction of - 
new and more or less uncertain elements, such as a 
proposition to employ new and untested machinery in 
making the brick, or to manufacture brick for street 
paving when the clay is untried and the qualities of 
the brick produced may only be determined satisfac- 
torily by extended tests, or for the production of a new 
facing brick of a unique form, or of an unusual color, 
the popularity of which can only be determined by 
actual experiment. A brick “proposition” bringing in 
some of these disturbing features is discussed in the 
succeeding chapter. 


CHAPTER -X. 


INVESTIGATION OF A SPECULATIVE 
ENTERPRISE. 


As has been stated, in the more speculative enter- 
prises such as many mining propositions and inven- 
tions in their earlier stages, accurate determination of 
the value of the undertaking is impossible in advance 
of development. As a consequence, such enterprises 
usually involve a very large measure of risk. 

The investigation of an enterprise of this kind can 
only approximate the possibilities. If this approxima- 
tion is reasonably near to the facts and is such as to 
justify the development of the enterprise, it should be 
a success. If materially at variance—unless, as but 
seldom happens, the approximation is below actual 
_ conditions—the enterprise is certain to be a failure. 

Some of these speculative enterprises are so utterly 
indeterminate as to value and so far removed from 
any ordinary business operations, that they can only 
be looked upon as gambling. Others of a necessarily 
speculative nature are entirely legitimate, the risks 
while great being justified by the ends to be attained 
and the profits of success. It may be noted that it is 
usually from these speculative ventures that the sud- 
den and dazzlingly brilliant rewards of the business 
world are obtained. 
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The two great fields of speculative enterprises are 
mining and invention. In these modern days, how- 
ever, science has seized upon the field of mining and 
has eliminated much of its speculative attraction. 
“Grub-staking,”’ prospects developing into great pro- 
ducers, and unexpected strikes in producing mines 
still keep up some show of speculative activity, but as 
a rule any intelligent man desiring to engage in legiti- 
mate mining—save as a prospector or a small investor 
—secures the services of an expert and goes in on a 
strictly business basis. The general geological forma- 
tion is noted, conditions in surrounding mines are in- 
vestigated, the particular mine or prospect is carefully 
studied, its possibilities are, by expert premonition, 
aided perhaps by a diamond drill, traced out and 
mapped, and the whole business is brought down to 
the basis of a prosaic system. 

The field of invention is, however, still untouched 
by the cold hand of science. Here the trained expert 
is not in control. He cannot block out the inventor’s 
brain and announce the values in sight. He cannot 
even make a reliable prediction as to what will be ac- 
complished by the inventor, or, save in the most 
obvious of cases, by his invention. Whenever the de- 
sign is unique or conditions are new, the best of ma- 
chinists or mechanical engineers can do but little more 
than guess,—and sometimes not even guess intelli- 
gently. 

For instance, who could foretell the future of the 
telephone? Here the design and the purposes were 
so entirely beyond all experience that the estimates 
of its value were absolutely divergent. Even among 
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those best qualified to judge, the opinion was very 
freely expressed that it would never come into general 
* commercial use. It is doubtful if any, even of its 
friends, foresaw in it one of the common necessities 
of business and social life. The objections urged 
against it,—that it would be a nuisance in the office, 
that messenger and office boys were entirely adequate 
as a means of communication, and that generally the 
idea was visionary—are familiar to us all. Not even 
the experts were anxious to invest in the new enter- 
prise in which every dollar has since increased a thou- 
sandfold. 

Take another instance, along the same general lines 
but with a different termination,—that very interesting 
invention, the phonograph. Here, from the first, a 
strong impression prevailed—which it may be said, 
ought to have been realized—that the invention had 
a brilliant and immediately profitable future before it. 
The history of the telephone was to be repeated and 
there was a rush of investors, both experts and ordi- 
nary people, who wished to have an interest in the new 
invention. History was repeated but it was not the 
history of the telephone. The first attempts to intro- 
duce the phonograph were practically failures and the 
majority of the original investors lost every dollar of 
their investments. 

In this case the promoters of the enterprise believed, 
and not without reason, that the phonograph and the 
related device, the graphophone, had a most extensive 
and valuable field in the business world. They were 
to be used in the office as an assistant to, or substitute 
for the stenographer. The idea was apparently prac- 
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tical and sound and so thoroughly were the promoters 
of the invention convinced of its correctness that in the 
earlier history of the undertaking they actually dis- 
countenanced the use of the machine for purposes of 
~ amusement on the ground that such use would belittle 
it and would retard its introduction in its best and 
most profitable field—the business office. For some 
reason, however, the machine did not take with busi- ~ 
ness men,—probably because it was not as well adapted 
to their use as it could and should have been. Be this as 
it may, as a business machine the invention was a dis- 
mal failure. A few lingered in offices here and there to 
show that there was some virtue in their commercial 
application, and the effort for their introduction into 
business was later taken up again with considerable 
success, but the great and profitable use of the phono- 
graph, the graphophone and the later related machines, 
has proved to be as a means of diversion. It is in this 
line that the few of the original investors who have 
really profited by their connection with the phonograph 
and its kindred machines have made their money. 

While all this is entirely true, it does not follow that 
investigation can be dispensed with in the field of in- 
vention. On the contrary, it should be more rigid 
here than in almost any other kind of enterprise. 
Every feature of uncertainty should be removed as 
far as possible, so as to reduce the risk to its lowest 
and clearest terms. 

It may be noted in passing that the estimates of the 
inventor himself are but rarely reliable, and are to be 
accepted not at all, or with much caution—not neces- 
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sarily because of any intention to deceive on his part 
but from the nature of the case. An inventor is of 
necessity an optimist. A pessimist does not have the 
courage of invention. The inventor then, an optimist 
to begin with, ignoring adverse conditions, ever on the 
look-out for favorable indications, watchful for facts 
that coincide with his theories, oblivious of those that 
do not, staking his time, his money and his efforts on 
the successful outcome of his design and of its value 
when perfected, is, to say the least, not an unbiassed 
judge either of the merits or value of his invention. 
His opinion may be useful but it should only be taken 
with these conditions clearly in mind. 

It is, of course, always possible, though very far 
from probable, that a proposed mechanism will do all 
that its inventor claims for it. It is also possible that 
it may prove so entirely new in operation and unique 
in construction, that patent protection is merely a mat- 
ter of application. All this may be true, but it must 
be remembered that even Solomon—who was quite 
willing to take chances on occasion—expressed doubts 
as to the absolute novelty of anything, and his father, 
David, in a somewhat hasty generalization, intimated 
that false representation is common to all men. Speak- 
ing generally, then, to venture money on the unsup- 
ported anticipations of inventors is even more reckless 
than “bucking the tiger,” speculating in bucket shops, 
or cornering wheat. 

An illustration of the results likely to follow any 
such unguarded investments is afforded by the history 
of a company organized some years since for the man- 
ufacture of brick. This company based its very liberal 
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expectations of profit on the merits of a newly invent- 
ed and somewhat extraordinary apparatus. As con- 
servatively estimated by the inventor, this mechanism 
—or to be more accurate, this train of mechanism— 
was to mould, deliver and bake ordinary building brick 
of fair average quality at the astonishing rate of not — 
less than 525,000 each day. The net profits of the com- 
pany on this operation—as figured by the inventor— 
were to be at least $5 per thousand, giving a total 
daily profit net on each and every machine of not less 
than $2,625. 

If the mechanism had been properly tested and 
demonstrated, these estimates might have been viewed 
with complacency, not to say admiration. As a matter 
of fact, however, no investigation of any kind had 
been made by either the inventor or his associates. 
The mechanism itself then existed only in the form 
of neat designs on tracing paper, and, with a fine dis- 
regard of ordinary business procedure, patents had 
been absolutely ignored. Apparently the inventor 
reasoned that the mechanism, having been invented 
by him, could not fail to operate as he designed it to 
operate, and that for equally good reasons it would 
undoubtedly receive the fullest measure of patent pro- 
tection whenever he found time to make application. 

At any rate, acting upon some such belief and armed 
only with his designs and a large brick which he used 
for purposes of demonstration, the inventor attacked 
a credulous public successfully,—so successfully that 
without further investigation than an inspection of the 
inventor’s brick and a consideration of his statements, 
over $10,000 in cash was placed in his hands for im- 
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mediate expenditure and further subscriptions fol- 
lowed until over $30,000 was staked on the success 
of the somewhat mythical machine. 

At this point some prospective investor started to 
investigate the inventor’s claims and the conditions of 
the mechanism. He discovered the facts as stated. 
These were made public and had the effect of practi- 
cally killing the whole undertaking. Subscriptions 
ceased and shortly thereafter the company lapsed into 
a permanent condition of innocuous desuetude. 

The investment of money in the instance just cited, 
was reckless to a surprising degree. It might, how- 
ever, have been fully justified if devoted to the direct 
development and proper protection of the mechanism. 
Most inventions do require money to perfect them and 
large sums are frequently and necessarily expended for 
the purpose. Such security was felt, however, as to 
the operation and due patent protection of the mechan- 
‘ism whenever the inventor found time to attend to 
these matters, that the major portion of the funds 
subscribed were expended in the testing and leasing 
of convenient clay beds, the erection of docks, kilns 
and buildings, and a thousand and one things neces- 
sary for the general business of a brick company; the 
construction of the apparatus meanwhile awaiting the 
completion of the setting in which it was finally to 
blaze forth in splendor. 

In this case it is to be noted that the inventor was 
apparently honest in his belief and statements. This 
was, however, no reason for omitting ordinary precau- 
tions. On the contrary, a most rigid investigation 
should have been conducted and this should have been 
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devoted mainly to the machine itself. The general 
condition of the brick industry was too well known to 
require special investigation and this might properly 
have been omitted. In fact everything else should 
have been subordinated for the time being to the in- 
vestigation and development of the proposed mech- 
anism. 

The first step should have been an investigation as 
to patents. This whole matter might have been safely 
left in the hands of the patent attorneys, and if their 
report showed that the mechanism was patentable and 
that no serious conflicting patents or claims existed, 
‘the construction of a demonstrating machine might 
have been begun with reasonable safety. At the same 
time patent applications should have been filed. It is 
possible that prior and conflicting applications might 
then be encountered in the patent office which—as ap- 
plications for patents are not open to examination— 
could not have been discovered before, or be drawn 
out in any way save by means of the patent applica- 
tion. If serious conflicts developed in the patent office 
the construction work on the machinery would, of 
course, be suspended until these conflicts were over- 
come. 

The scale of construction work would depend largely 
on circumstances. It is discussed fully in the succeed- 
ing chapter. Speaking generally, good business policy 
dictates the smallest mechanism that will give a prac- 
tical test of the apparatus. It is probable in the case 
of the brick machine that a full-sized construction 
would be required. It is also probable, however, that 
this construction need only cover the critical parts of 
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the mechanism—that is, the parts that were different 
from other existing machines. 

Usually long before the completion of the working 
model, patents would have been allowed, or so many 
claims allowed that the protection of the machine itself 
would be assured, and public trials might then be made 
without endangering the safety of the “idea.” 

In the present instance, the brick machine while 
under construction might have been tested on its ex- 
pezimental runs with clay brought in for the purpose. 
Such testing might be carried on so far as to justify 
the construction of a more complete machine on an 
operating scale. Should there, however, be any linger- 
ing doubts as to the practical working of the machine, 
the matter might have been settled by installing a 
model in some brick-yard and allowing it to be oper- 
ated there for such length of time as necessary. Such 
practical test might have to be paid for, but usually 
could be secured without further expense than the 
installation of the machine. 

As soon as the machine was thoroughly tested and 
its patents secured, the whole nature of the enterprise 
would be changed. The speculative or uncertain ele- 
ments would then be removed and the enterprise be 
brought to the basis of an ordinary business risk. 
With a demonstrated machine, capable of producing 
good brick at a cost materially below that of the pres- 
ent machines, the enterprise would become both safe 
and attractive and would justify the investment of al- 
most any reasonable amount of money for develop- 
ment and operation. 

The proper investigation of mechanical patents and_ 
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patentable devices, and the determination of their 
values, as nearly as may be, is frequently a matter of 
much difficulty. Many uncertain elements are usually 
involved, depending to some extent upon the point 
which the inventor has attained before the investiga- 
tion is begun. 

Sometimes and not infrequently an invention of this 
kind will exist only in the brain of the inventor or in 
his draftings of its principles. Sometimes he will have 
constructed a small working model of the device. or 
of its essential features. Sometimes his patents will 
have been secured. Occasionally he will have gone 
still further and have constructed a working machine 
on a commercial scale. The method of investigation 
will be governed largely by the conditions which exist. 

When the invention has merely reached the stage 
of the design more or less completely worked out by 
the inventor, or even if a model has been constructed, 
the first enquiry is usually as to the general value of 
the device. Perhaps enquiries as to its patentability 
might be instituted at the same time. Modified by the 
conditions of any special case, the enquiries would be 
about as follows: 

(1) Is there a demand for the device or its out- 
put? 

(2) Will the device do the work? 

(3) Will it do it better or cheaper than other ex- 
isting devices? 

(4) Can it be efficiently protected? 

(5) Are the values determined by the preceding - 
enquiries sufficient to justify the undertaking? 

Where the invention is of a standard machine such 
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as a typewriter, a reaper, or some mechanism to pro- 
duce a standard product such as a loom or a brush- 
making machine, this first question of demand may be 
passed without investigation. It is obviously sufficient, 
provided the new machine possesses merit enough to 
control its fair share of the market. 

On the other hand, where the device is obviously 
unnecessary or impractical as are so many of the in- 
ventions that crowd the pages of the patent office re- 
ports, the matter will end with this first query. For 
instance, a “non-refillable” bottle was patented some 
time since in which, at the original filling, a cartridge 
or small bomb is to be inserted with the cork in such 
a manner as to explode and blow the neck of the 
bottle to fragments when the cork is drawn. The de- 
vice would undoubtedly be effective but unless for the 
purposes of a Russian Terrorist, would hardly need 
consideration. 

Instances of inventions that are equally impractical 
or useless are numerous, but the records are also full 
of mechanisms for purposes sufficiently useful in them- 
selves but that could not possibly work on any known 
mechanical principles, or for mechanisms that might 
be made to work but that would be inferior to other 
mechanisms already in operation. 

Further there may be inventions in which the design 
itself is so unique or the conditions under which it is 
used are so different from those usually existing, that 
the estimate of its demand and consequent value can, 
at the best, be little more than intelligent guessing. 
The telephone, phonograph and wireless telegraphy, 
already instanced, are cases in point. 
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Generally, however, inventions are sufficiently well 
within the boundaries of ordinary conditions to per- 
mit of a fairly intelligent estimate of their probable de- 
mand and of their general value if successful. As 
will be readily understood, an estimate of this kind is 
not intended to be final, and in practice is frequently 
far from accurate. It is merely to show roughly 
whether a demand exists or can be created, sufficient 
to justify the further investigation of the device. In 
many cases, however, this preliminary determination 
of the demand will be so accurate or so satisfactory 
as to be final. In other cases the matter must be con- 
sidered later in connection with other features of the 
invention, before a satisfactory determination can be 
reached. 

If the demand for the invention is decided in its 
favor, or must be deferred for later investigation the 
next point concerns its efficiency. Will it do the work, 
and will it do the work better than other devices or 
has it special points in which it excels? If it cannot 
meet the competition of existing devices, it is obviously 
out of the race before the start. The puzzling feature 
here is frequently found in the fact that a new mechan- 
ism will probably do the work better in some respects 
than existing mechanisms but no better or possibly not 
as well in other respects. Then the probabilities must 
be balanced to determine the prospects of success. 

If the mechanism will do the work as well as exist- 
ing devices and the demand for such mechanism is- 
large, and particularly in the field of standard ma- 
chinery such as the typewriter, the sewing machine, the 
printing press, etc., the new device may have a consid- 
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erable future before it in spite of its lack of special 
excellence. Ordinarily, however, the new mechanism 
should be capable of doing the work better, in some 
special direction at least, if any large measure of suc- 
cess is to be attained. A cheaper construction enabling 
it to undersell competitors, or a stronger structure en- 
abling it to outlast them, or some excellence of out- 
put, or it may be a general excellence of construction 
and work,—something of the kind should exist to 
justify the entrance of a new competitor into an already 
well-filled field. 

It is obvious, then, that the second and third queries 
are involved when the matter of competition enters in 
and must be determined before the first query can be 
answered. The new invention must not only work, 
but must work as well or better than mechanisms al- 
ready in the field or there will be no demand for it or 
its output. 

In the majority of cases these points can only be 
settled by the construction of a model or experimental 
machinery. There are cases where the principles in- 
volved are so clear or so simple, or the mechanism 
employed so familiar, that no machine work is neces- 
sary, but even experts will differ as to the operation 
of a new device and as a rule nothing demonstrates 
the practicability of a new invention as well as an 
actual trial. 

The writer recalls an instance in point. Here the in- 
ventor and his machinist, who was then engaged in 
the construction of a model, were at direct variance 
as to the practicability of a simple though important 
element of the mechanism. The inventor stoutly as- 
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serted that it would work as designed; the machinist 
as stoutly declared that it would not and could not, 
being contrary to the laws of mechanics. The inventor 
insisted that the construction be proceeded with, which 
was grudgingly done. The apparatus worked and the 
machinist had to readjust his laws of mechanics, but 
the matter could not well have been decided without 
an absolute demonstration. The general subject of 
model-making is discussed in the succeeding chapter. 

The investigation of patents will probably have pro- 
ceeded simultaneously with the general investigation 

of the invention. Here the investigator unskilled in 
' patent matters can do but little himself. The investi- 
gation is usually one of considerable difficulty and 
must be entrusted to attorneys versed in patent affairs. 
An investment of $5 to $10 with some capable patent 
lawyer will usually secure a search for conflicting 
patents and a fairly reliable opinion as to the patent- 
ability of an invention. Also not infrequently the 
same lawyer—having patent applications in view— 
will, without additional charge, give an expert opinion 
as to the general merits and value of the particular 
invention. 

The search to determine whether the device may be 
patented, will bring to light any other similar inven- 
tions already patented which may, in whole or in part, 
conflict with the invention under consideration, and 
which may therefore prevent its full protection by 
patent. Occasionally on such a search a supposedly 
new invention is found to be absolutely barred from 
patents by these prior patented inventions. In any 
such case the invention must be dropped unless it can 
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be modified in some way to avoid the claims of the 
existing patents, or unless some arrangement can be 
made with the owners of these patents. Also when 
applications for patents are made, other pending appli- 
cations for similar devices, or for devices conflicting 
in part, may be discovered. Then, unless these inter- 
ferences are decided in its favor, the invention is again 
barred in whole or in part. 

Usually, however, even if conflicting patents or ap- 
plications exist, other features will be found in the 
new invention that do not conflict, and these may be 
secured either for independent use or for use in con- 
nection with the conflicting device or devices. In 
such case, however, the value of the invention is very 
seriously lessened. In fact it is but a portion of the 
undertaking as originally contemplated. 

It is also to be remembered that even though con- 
flicting applications exist, the new invention may estab- 
lish a superior right and defeat the opposing claims, 
or if the invention is barred from patent protection 
as to some of its parts by prior patents, the features 
which are patentable may, as suggested in the pre- 
ceding paragraph, be of value and well worth securing, 
and also if barred by prior patents which have expired, 
the invention might still be operated without patent 
protection. It would then simply enter the field in an 
open competition, the best device to win. 

In most cases, however, in an investigation of an 
invention, it is found to be patentable in whole or to 
such a degree as to make its development worth while, 
if the other features are sufficiently in its favor, and 
in that case the general consideration of the enterprise 


is in order. 
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At this stage of the investigation the demand for 
the new device, or its output, its operative value and 
its patentability will all have been determined as ac- 
curately as the conditions will permit. The material 
facts as far as these may be secured, are before the 
interested parties and they must then determine 
whether the enterprise shall be abandoned or shall be 
pushed on to industrial success,—or failure. 

In many cases these data are from the nature of the 
cases, woefully insufficient. The decision must then 
still be made, but will lack the sound foundation 
usually desirable in commercial undertakings. The 
enterprise if taken up, is then a speculative one. Its 
risks are great. Presumably the rewards of success 
are commensurate. Development alone can determine 
the future of the enterprise. 


CHAPTER XI. 


EXPERIMENTAL WORK AND 
MODEL-MAKING. 


The investigation of a mechanical invention must 
of necessity include the practicability of the device. 
In some few cases this can be determined from exist- 
ing mechanisms, or when the device is very simple, 
from the general principles upon which the mechanism 
is to operate. Usually, however, a model or an experi- 
mental construction will be found necessary. 

It is but seldom that this model or construction work 
goes through successfully on the lines first laid down. 
Almost invariably something defective is found that 
must be remedied, or something else is found that is 
much better, or that the inventor thinks is much bet- 
ter, for some feature of the model, or some change in 
the general design is found advisable. Even when the 
model is built on the lines of the first plans, it is usually 
the case that the workmen take more time than was 
expected, or that a higher grade of workmanship is 
required, or that more expensive material must be 
used, or that incidentals come in that were not at first 
included. Because of this, the construction cost of 
models and experimental machines has an alarming 
tendency to soar far beyond the estimates and the ex- 
pectations of the interested parties, and in undertak- 
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ing any work of the kind a liberal margin for unex- 
pected expense and modifications of the original de- 
sign should always be allowed. 

The writer recalls an instance in his own experience 
where the whole cost of a small apparatus was esti- 
mated by the machinist at between $100 and $200. 
The work was started, the most doubtful element of 
the mechanism being taken up first. Before this one 
feature was worked out, the expenditures had run up 
to $125 and the main portion of the machine had not 
been touched. At that time the estimated cost of the 
remaining work—revised in the light of the experience 
already gained—called for some $500 more. There 
were no material changes in the design nor were there 
any improper charges. The excessive cost was caused 
almost entirely by the greater difficulties and the much 
more detailed work found necessary in actual construc- 
tion than was considered requisite when the estimates 
were made. These variations were unavoidable, could 
not well have been foreseen and could only be pro- 
vided for by a somewhat excessive allowance above the 
estimated cost, or as was done in the present instance, 
by an additional appropriation. 

It should be noted, however, that very occasionally 
an unscrupulous machinist will give an original esti- 
mate far below the cost that he knows must be incurred 
in working out the proposed mechanism. He does this 
for the purpose of making a first attractive figure that 
will secure the work, feeling sure that if the inventor 
once begins, he will not give up even though the cost 
runs far in excess of the estimate. The practice is to 
be guarded against. It not only savors of dishonesty 
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and is in itself a good reason for avoiding the par- 
ticular machinist, but its operation is apt to be very 
disconcerting when funds for experimental work are 
limited. 

The usual arrangement for experimental work and 
model-making is a charge for the time and material 
required, the time charges ranging from 50c. to 80oc. 
an hour, or even higher, according to the conditions 
and the skill of the machinist. Materials are sup- 
posedly paid for at cost. 

This arrangement usually works well. Occasionally, 
it is true, machinists are found who take advantage of 
the situation and charge up time, material and inci- 
dental expenses improperly. It is very difficult and 
frequently impossible to dispute such charges and the 
only satisfactory course in such a case is to go to an- 
other and more reliable machinist. Before this is done, 
however, and before any suspicions are seriously enter- 
tained, a very careful investigation of the particular 
matter should be made. Charges which are entirely 
proper have a way of mounting up that is most sur- 
prising to those not familiar with the uncertainties and 
vexations of experimental work. Usually when fraud 
is charged in matters of this kind, the unexpected cost 
is merely an incident of the work that would have 
been anticipated by one conversant with model-making. 

Experimental work is sometimes, though rarely, 
taken under contract by the machinist at some fixed 
total cost. The plan is not, however, satisfactory. 
Such a contract cannot well cover changes in the 
original design, or guarantee its successful operation, 
or call for anything further than the construction of 
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the machine in accordance with the designs submitted 
to the machinist. If modifications are necessary, if 
new ideas are brought in or materials are changed, it 
is at the expense of the party for whom the work is 
being done and it will generally be found that the 
contract plan is not advantageous. Rather the reverse. 
The machinist must charge a sufficient margin over his 
estimated cost to cover all possibilities, and as he is 
_ very fully aware of the uncertainties of experimental 
work, this allowance for the possibilities will usually 
be far in excess of the actual cost,—so much so that 
there would be a distinct saving in having the work 
done under the usual arrangement. 

As a rule, the smaller shops, if their facilities are 
at all adequate, are to be preferred to the larger estab- 
lishments for experimental work. The larger shops 
are generally much better equipped but any particular 
job does not, as a rule, receive the same individual at- 
tention from the more highly skilled machinists of the 
establishment as in the smaller shops, and waste of 
both time and material is much more likely to occur. 
It must be said, however, that there are some very 
striking exceptions to this rule where both better at- 
tention and more economical work are secured in the 
larger establishments. 

When funds are limited and experimental work is 
to be undertaken, a trustworthy machinist should be 
selected, the matter be laid before him fully and his 
advice taken as to the best course to pursue. Fre- 
quently it is possible by the construction of a few of 
the new or more essential features of the device to 
prove the principles involved, and to thereby gain all 
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the advantages of a demonstration with but a fraction 
of the expense involved in the construction of a com- 
plete machine. 

In the demonstration of any complex apparatus, 
provision is always made for heavy expenditures in 
experimental work. If a new typewriter is to be 
brought out, an allowance of $100,000 for experi- 
mental work and the construction of machinery for 
the manufacture of its parts, is considered reasonable. 
One of the simpler typewriters could undoubtedly be 
worked out at a very much less cost, but it may be 
safely stated that no one of the standard typewriters 
has cost less for experimental work and machinery 
for the manufacture of the parts, than the amount 
inentioned. Most of them have cost much more. The 
estimated cost for working out a type-setting machine 
runs higher. As stated in the American Dictionary 
of Printing and Bookmaking, “almost any type-setting 
machine will require the expenditure of from forty to 
eighty thousand dollars before any printer will be 
found bold enough to make a trial of it in his office, 
and as much more before it is reasonably perfect.” 

On the other hand, models of small or simple mech- 
anisms, or perhaps parts of these mechanisms, are fre- 
quently made at an expense of a few dollars. In many 
cases the inventor himself is able to construct the work- 
ing model, thus avoiding most of the expense of ex- 
perimental work. Occasionally a device is so simple 
and so obvious as to require no work of the kind. 

As a general rule, experimental work and model- 
making should be on the smallest scale that will satis- 
factorily demonstrate the mechanism. While this is 
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true, it must always be borne in mind that the opera- 
tions of a small machine may be misleading. Rough- 
nesses or uncertainties of operation that seem of but 
little importance in a small machine may be empha- 
sized into fatal defects in a larger machine, and con- 
nected features that hardly enter into consideration of 
the small machine may become so essential in the 
operation of the larger machine as to destroy its prac- 
tical utility. 

For the reasons mentioned or sometimes because 
of the nature of the mechanism, construction must at 
times be on an operating scale from the first, but the 
general rule still holds that in developing or investiga- 
ting a mechanical invention the first construction 
should be the smallest and cheapest that will give a real 
test of the principles and the mechanism involved. 
It is almost inevitable that the new device will require 
many changes of the first design, and will show many 
possibilities of improvement before its working form | 
is achieved, and most of this can be secured by the con- 
struction and operation of the first small model. Then 
after the principles and operations of the new device 
have been demonstrated and the best method of con- 
struction has been determined, this first apparatus may 
be “scrapped” if necessary, and an operating machine 
be built. 

This rule is one frequently violated. Inventors 
are prone to over-confidence, and are often so sure of 
the operation of their untried inventions that they 
insist on full-sized models. Sometimes this is wise. 
but in most cases it is reckless extravagance. The 
writer has in mind an improvement in printing presses 


EXPERIMENTAL WORK AND MODEL-MAKING. I 15 


whereby the whole character of the present press was 
to be changed. The plan looked plausible. Hand 
tests showed excellent results. It was then proposed 
that a small working model should be constructed at 
the expense of a few hundred dollars to prove the 
correctness of the principle. The inventor, however, 
insisted that the principle had been proven by the hand 
tests and that a full-sized cylinder press should be pur- 
chased and adapted to the new mechanism. This was 
done, the first cost of the press amounting to some 
$900. The upper works were then taken off, the bed 
planed down, the new attachments constructed and put 
in place, and the machine was ready for operation. 
The total cost was about $2,000. The result was a 
total failure. Not only was this unnecessary expense 
incurred, but the writer believed then and still believes 
that the general principle was correct and that if it 
had been worked out on a small scale so that num- 
erous experiments might have been tried and the appa- 
ratus changed in accordance with their results, the 
invention might have been brought to a successful and 
most profitable issue. 

Another somewhat similar instance occurred in the 
construction of an apparatus designed to compress 
the walls of brass cylinders, which were to be manu- 
factured in quantity, the pressure required being pe- 
culiar and difficult to.secure. Several plans were 
suggested but the inventor finally decided on a piston 
or plunger coming down into a steel cylinder, the brass. 
cylinder being first fitted into the steel cylinder so that 
when the piston came down the brass would be, com-. . 
pressed between the piston head and the walls of this 
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cylinder. The idea struck the inventor so favorably 
that he decided that a full-sized working machine 
should be made at once. The machine was accord- 
ingly constructed with a height of some forty feet and 
a cost of $8,000. When completed the apparatus was 
tried and found to compress the brass cylinder very 
successfully but the piston wedged so firmly whenever 
it came down that a hydraulic press was necessary to 
force it up again. As such an arrangement was im- 
practical, the whole device was abandoned for a sim- 
pler method and was a total loss except as junk. The 
result should have been attained at an expense of a few 
hundred dollars. 

Another instance that perhaps illustrates this point 
is found at the little town of Edison, now playing 
the role of the deserted village in a remote spot in 
New Jersey. Here an enormous and costly plant was 
erected some years since for the reduction of low 
grade iron ores which are found in quantity in the 
neighborhood. The process used was an untried one, 
devised by the noted inventor after whom the town 
was named, and involved a number of novel features, 
requiring the construction of new and—as worked out 
at Edison—enormously expensive mechanisms. 

The scale of the whole undertaking was magnifi- 
cent. A town for the accommodation of the workmen 
was erected around the works. A special railroad was 
built to the place with a neat station and freight house. 
An electric light plant was installed for use in the 
works and to supply the town. A post-office, stores, 
a school-house and church were erected. The works 
themselves are among the largest in the country, cover- 
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ing many acres of ground, and at the time they were 
in operation contained some of the most ponderous 
mechanisms of the kind ever constructed. 

Everything necessary, or supposed to be necessary, 
was installed with a striking disregard of expense, but 
the undertaking could not be brought to a commercial 
success and the works were closed. At the present 
time the place is dismantled. The costly machinery 
has been sold for scrap iron, the immense buildings 
have gone to ruin, most of the houses have been moved 
away, the mine is a vast pit of water, and a general air 
of rust and failure pervades the entire place. 

It may be said that in this case the interested parties 
claimed that the process was a success and that the 
apparent failure was caused by the opening of the 
immense iron deposits of the lake regions and the 
introduction of processes by which the production cost 
-of this competing iron was greatly reduced. Be this 
as it may, the fact remains that between five and ten 
million dollars have been expended without visible re- 
sults save a vast and rapidly wasting plant, and while 
there may be reasons that warranted this tremendous 
expenditure, it seems hardly possible that the process 
could not have been tested on a smaller scale and at 
a mere fraction of the cost actually incurred. Appar- 
ently it was experimental work on a gigantic and 
unreasonable scale. 
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CHAPTER XII. 


PATENTS. 


An eminent commander of the Civil War, abun- 
dantly qualified to express an opinion, is credited with 
the terse but forceful conclusion, “War is hell.” The 
general correctness of the position is popularly admit- 
ted. It is also admitted that industrial competition 
is a form of war. 

The reason for the clean-cut separation that usually 
exists between the private and the commercial life 
of the man of business, is not clearly apparent. Just 
why the kindly, helpful and considerate Christian 
gentleman of home life should by the brief transition 
to his office, be converted into a business barbarian, 
of distinctly predatory habits, hard, unscrupulous and 
commercially cruel, is one of the anomalies of modern 
civilization, or lack of civilization, that is difficult to 
explain. 

All that can be said is that such is the case and such 
the nature of the game as it is played. Possibly it 
gives zest to life. Be this as it may, as most of us 
have to play, we should, even if we do not choose to 
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be commercial savages, play with a clear recognition 
of the conditions that prevail. Under these conditions 
the proper protection of a business or enterprise be- 
comes of paramount importance. We must hold what 
we have and what we gain by every means at our 
command. The better the protection, the more safely 
and the more satisfactorily may we go forth to wage 
war—or to do business—with the outside barbarians. 

Enterprises are protected by different methods, de- 
termined by the nature of the particular enterprise and 
the conditions by which it is surrounded. For 
mechanical inventions, and the devices and processes 
with which it is possible, the patent is generally used 
and will be first considered. 

A patent is formal evidence that officials of the 
general government, duly appointed thereto, have ex- 
amined the papers submitted by the applicant; that, as 
far as they were able to ascertain, there were no con- 
flicting claims superior to those of the patent claims al- 
lowed; that as there appeared no good reason for not 
so doing, they issued the patent in question, and that 
by reason of such issue and so long as nothing occurs 
to prevent, the party to whom such patent is issued has 
the sole and exclusive right to make, use and sell the 
invention covered thereby and to authorize others so 
to do, for the life of the patent and for any extensions 
thereof. 

This is all the Government undertakes when a 
patent is issued. It does not in any way guarantee the 
patent. Nor is the patent by any means nor in any — 
way a final and complete title, nor is it so regarded— 
unless so fundamental or unique in its claims as to have. 
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no opposition—until it has been fully passed upon in 
the courts. It is a conditional title to the invention, a 
sort of a quit claim deed. It is a certificate that the 
owner has the best title known to the Government 
officials and that he is authorized to hold possession of 
the invention for the life of his patent unless someone 
comes along sooner with a better title—or possibly a 
better lawyer—and ousts him therefrom. It is a ten- 
tative title that may perhaps never be questioned, but 
that is always open to investigation and attack by any- 
one who has, or thinks he has a superior title. 

This may seem a somewhat extreme view but it is 
literally correct. Whether it is the best way to issue 
patents is another question. It is the way they are 
issued in this country and this must always be taken 
into account when protection is sought through pat- 
ents, or when patents are bought or are taken as valu- 
able assets, or when they form part of an enterprise. 
That is, a patent is a very desirable thing to have and, 
in perhaps most cases, is sufficient, but it is always 
liable to be attacked, and, until adjudication, to be 
overthrown, and for this reason as well as on grounds 
of general prudence and safety, not only should the 
patent itself be strengthened in every possible way, but 
no other means should be neglected for the fortifica- 
tion and protection of the enterprise which is based 
upon this patent. 

The present volume is not intended as a manual of 
patent practice, but it may be briefly said that the usual 
procedure is first the selection of a patent solicitor; 
then a preliminary search of the patents already issued 
to make sure that the invention is not barred out by 
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existing patents; next, if the preliminary examination 
has shown no serious obstacles, the preparation and 
filing of the patent application, or applications. 

Sometimes if the invention is not ready to be patent- 
ed, a caveat will be filed. The fee for this is $10. 
This is merely a notice to the Government officials that 
such an invention has been made and is claimed by 
the party filing the caveat. Then, in case some other 
inventor files a patent application for a similar in- 
vention, the first inventor is at once notified. He may 
then file his own application and the two applicants 
fight out the interference at their leisure. 

It is taken for granted that a patent solicitor will be 
employed. Theoretically, an attorney is not absolute- 
ly essential. The inventor may obtain a copy of the 
rules and the procedure of the patent office containing 
forms and suggestions and prepare and file his own 
application. Occasionally this is done, but the some- 
what caustic remark that a man who is his own lawyer 
has a fool for his client, is then usually applicable. 
The patent officials do not smooth the way for such 
applicants. They have too much work and existence 
is too short to waste time in unraveling the complex- 
ities of amateur patent applications. Generally such 
papers are returned time after time for correction of 
the numerous defects and deficiencies characteristic of 
such documents, until the applicant wearies of his task, 
or concludes that the patent office is in league with the 
patent attorneys, or perhaps realizes the true condition 
that the matter is one requiring expert attention and 
that he not being an expert, cannot draw the papers 
properly, and therefore goes, as he should have done 
at first, to a patent attorney. 
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Where the invention to be protected is of any ma- 
terial value, the only possible excuse for an amateur 
application is the absolute inability to pay an attorney’s 
fees, and these latter are usually so moderate—or will 
be made so, if the position is explained—that the in- 
ventor would do better to devote his time to raising 
these fees, than to be wasting it upon the application. 

If an amateur application is finally worked through, 
the resulting patent is viewed with suspicion by all in- 
telligent investors. So true is this and so closely is 
the scope and validity of a patent dependent upon the 
knowledge and skill with which it is drawn, that the 
mere fact that a first-class and reputable patent attor- 
ney had charge of the application is a direct and 
material addition to the strength and value of the 
patent, and later to that of the enterprise founded upon 
such patent. 

The attorney’s fees for an application range from 
$25 upward far into the thousands, according to the 
complexity of the case. No reputable attorney objects 
to fixing a definite figure for any particular work, or if 
this cannot be done, to giving a pretty close approxi- 
mation of what it will cost. When expenditures must 
be kept within certain limits, this cost should always 
be determined before the case is put into the patent 
attorney’s hands. 

In regard to the selection of the patent solicitor or 
attorney, it may be said that most, if not all of the 
regular patent attorneys of the country are reliable, 
and, usually, competent. Of those solicitors whose 
somewhat extravagant claims are advertised so widely 
and of many of the patent agencies, such unqualified 
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endorsement cannot be given. Probably most of these 
are fairly reliable; some of them have gained most de- 
sirable reputations by long years of first-class work, 
but, in many cases, it is to be feared that the welfare 
of clients is not always their strongest actuating 
motive. 

It is hardly to be feared that either attorneys or 
agencies will improperly disclose inventions confided 
to their care. Such a proceeding, or even such a sus- 
picion, would effectually end the career of any offend- 
ing institution or attorney. There is some danger, 
however, if an agency or an attorney of unknown or 
questionable qualifications is employed, that the appli- 
cant will not be advised to the best advantage, or that 
the patent applications will not be drawn to secure all 
that might be had, or that they will not be properly 
pushed when drawn. In short, as a rule, a patent 
taken out by a regular patent attorney is regarded as 
preferable to one taken out by one of the agencies or 
an advertising solicitor of patents, on the general 
ground that these latter, even if qualified, handle such 
a mass of business, that they cannot do the same good 
work as does the attorney who gives the application 
his individual attention and whose personal reputation 
is supposedly at stake. 

It is not to be understood that either patent attorneys 
or agencies, whether of standing or otherwise, are 
conducting philanthropic institutions for the benefit 
of inventors, but it is a fact that the work of the re- 
putable attorney goes much beyond the mere applica- 
tion for a patent. The best interests of his client come 
before fees, both as a matter of professional ethics and 
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as a measure of good policy. He will advise his 
client as to the probability of securing patents, as to 
what patent or patents are desirable, as to the best 
method of procedure, endeavor to secure the most 
efficient protection with the least expenditure, and will 
usually go further and give an unprofessional, but 
nevertheless an expert and valuable opinion as to the 
merits and salability of the patent itself. 

In regard to the personal relations between the in- 
ventor and his patent attorney, it may be said further 
that the attorney is always willing to explain to the 
inventor any points of procedure that are not quite 
clear to the latter, and is glad to have suggestions 
from him as to the invention to be patented. The in- 
ventor has presumably a knowledge of the difficulties 
overcome, a keen perception of the excellencies of his 
own invention, and an insight into the special points 
that should be covered, that even an expert patent at- 
torney cannot acquire in the comparatively short time 
devoted to that individual application, and the invent- 
or’s assistance is therefore valuable and desired. 

The inventor must, however, remember that the 
attorney’s time is one of his most important assets and 
that it should not be wasted in unnecessary criticism 
or untimely discussion. It is usually difficult for the 
inventor to realize this fact. His invention is so valu- 
able to him and his time is so devoted to it, that he 
forgets the other demands upon a patent attorney’s 
time, and after some unduly prolonged discussion, 
ascribes the impatience of this latter to indifference, 
when it is really caused by anxiety as to his neglected 
work. 
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The preliminary search or examination to determine 
whether an invention or any of its features have been 
already patented, is in most cases a very simple and 
inexpensive matter, costing from $5 to $10, and in a 
well-equipped office requiring but a day or two, or 
even less time, to complete. In more complicated 
cases, the cost may run up to very much larger figures, 
depending entirely upon the amount and difficulty of 
the work involved. 

The general patentability of the device will probably 
have been passed upon by the patent attorney before 
this preliminary search is undertaken, and the only 
fact established thereby is—if such is the case—that 
there are no obvious conflicts in existing patents to 
stand in-the way of a patent issuing for the particular 
device. The patent application should not usually 
be made until this matter is determined. In some 
cases, however, the application will be made first and 
the patent office be left to work out any conflicts or 
interferences. This plan is at times the cheapest and 
best method of determining the existence of conflicting 
patents or applications. 

It must be borne in mind that after the patent 
office is reached, conflicts may be found in existing 
applications, which have not yet been granted and are 
therefore not open to inspection, and that such ob- 
stacles can be brought to light only by the filing of an 
application. As soon as this has been filed the patent 
office will notify the applicant of any conflicts in pend- 
ing patents and the inventor will have an opportunity 
to prove, if he can, the priority of his own invention, 
or of those parts which are in interference. 


126 FINANCING AN ENTERPRISE. 


The character of the patent application will depend 
almost entirely upon the nature of the invention. A 
fundamental patent covering broadly the application of 
a general principle, is, of course, much to be desired. 
Such a patent, for example, was the one granted Bell 
for the telephone which covered the transmission of 
articulate sound by means of electrical impulses. 
This was indeed basic, covering every practical method 
of transmitting articulate sound by electricity and se- 
curing the field to Bell and his licensees as an absolute 
monopoly for the life of his patent. This patent was 
fiercely attacked but was upheld—whether justly or not 
is beyond the scope of this volume—and as long as 
that one principle was effectually upheld, the telephone 
field was theirs. Others did invent different tele- 
phones and various improvements in telephones, but 
all were subservient to that jealously guarded prin- 
ciple and could not be used during the life of this basic 
patent without the somewhat costly and circumscribed 
consent of its holders. 

Such a fundamental patent is but rarely obtainable. 
A more circumscribed instance is afforded by the 
patent granted Mr. Patrick B. Delany for the use of 
the static capacity of the line in making telegraphic 
signals. Static capacity is, in this connection, roughly 
and popularly expressed, the capacity of the telegraph 
line for absorbing electricity whenever a current is 
passed through it. Acting much as does a Leyden jar, 
the line and its surroundings become charged when- 
ever an electrical impulse is sent through it, and, after 
each impulse—of which there may be half a dozen in a 
single letter of the alphabet—ceases, this static charge 
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comes leaking out, confusing the signals, to the very 
great annoyance of the telegraph operators. By Mr. 
Delany’s very ingenious device this annoying  sta- 
tic charge is so utilized to effect the signals of his sys- 
tem that what was before a serious interference, now 
becomes an exceedingly useful adjunct. The appli- 
cation is unique and the broad principle of so utilizing 
the static capacity has been secured to Mr. Delany. 

Where it is not possible to secure such a basic patent, 
or where the principle so secured is merely a feature 
and not sufficient to properly cover and protect the 
whole invention, the present day practice is to make 
multitudinous claims on the principles and combina- 
tions employed and to make many applications for 
patents on the different portions of the machines. 
Thus in the case of an automatic perforating machine, 
whereby a paper tape is perforated with telegraphic 
signals and is later used to send these signals over the 
line, the machine being operated by a keyboard much 
like that of the typewriter, the machine itself is covered 
by a general patent with some forty or more claims. 
_ Another patent with almost as many claims covers the 
keyboard. The direct perforating apparatus is cover- 
ed by another multi-claim patent and so on. As high 
as seventy or eighty patents will sometimes be taken 
out on an important invention, or on one that it is de- 
sired to protect to the fullest possible extent. 

Such a procedure is undoubtedly good business prac- 
tice where the invention is of material value. As a 
rule, a patent of multitudinous claims would not cover, 
or be worth more than the ordinary modest patent of 
from two to a dozen claims, nor would numerous 


128 FINANCING AN ENTERPRISE. 


patents protect better than a few, but a further end is 
to be attained. If another inventor should contem- 
plate entering that particular field, it would be very 
discouraging to find it already thickly snowed under 
with patents and claims, and, as the ordinary inventor 
cannot possibly tell how much is really good and how 
much is only good as a bluff, the practice has a real 
“scare crow” value quite outside and apart from any 
legal utility. 

The Government fees on patent applications are $15 
at the time of filing and $20 when the patent is taken 
out. After notice of allowance of a patent, the invent- 
or has six months within which this fee may be paid 
and the patent be issued. The general purpose of this 
six months of grace is to give the inventor time to 
make his applications, if any, for foreign patents. As 
the patent dates from the day of issue—not from the 
day of allowance—it is customary in the case of valu- 
able inventions to let this six months’ period almost 
expire before the patent is taken out in order to secure 
the latest possible date on the patent. If the invention 
is of considerable value, foreign patents will, of course, 
be applied for meanwhile. The life of a mechanical 
or process patent is seventeen years. 

It is almost inevitably the case that a device as first 
patented is in a condition susceptible of much improve- 
ment. If the invention be of sufficient value to justify 
it, expert mechanics are frequently employed to watch 
its operation and devise improvements upon it, which 
are promptly covered by patent. Whether experts are 
employed for the purpose or not, improvements are 
almost sure to suggest themselves to those in charge of 
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the mechanism and any such improvements if of value 
should be secured by patent. In this way valuable 
inventions are frequently controlled long after the ex- 
piration of the original patents, through almost equal- 
ly valuable improvements. 

It should always be borne in mind that patents 
while very excellent in themselves are not by any 
means a complete protection against competition or the 
construction of similar, or, sometimes, even of the 
same device. Defects or weaknesses may be found in 
the patent, other methods of accomplishing the same 
result may almost always be found, or the patent itself 
may be attacked and bodily overthrown. For this 
reason, as has been said, as well as on grounds of 
general prudence, the patent should be strengthened in 
every possible way,—by blanket claims, numerous 
original patents and by subsequent patents on improve- 
ments. 

Patents are also very occasionally subject to attacks 
which can be only described as piratical. A concern 
financially strong sees a weak concern enjoying a valu- 
able patent. It then deliberately proceeds to infringe 
the coveted patent. Suit is usually begun but the 
advantages are here all with the strong. The weaker 
party cannot even stop the infringement during the 
progress of the suit, unless it can give a heavy bond. 
If this is not possible, the stronger party can continue 
its infringement meanwhile and actually weaken and 
injure its opponent by competition made possible by 
its own wrongdoing. The suit itself is long and cost- 
ly, and right and justice are too apt to be defeated by 
the inability of the weaker party to pay the price. 
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In such case the suit fails from lack of prosecution, or 
from ineffective prosecution. In either case the weak- 
er party has been deprived of its property by as high- 
handed and iniquitous a proceeding as ever brought 
revenue to a robber baron of medieval Europe. 


CHAPTER XIII. 


TRADE-MARKS, TRADE-NAMES 
AND COPYRIGHTS. 


Another and very important feature of trade pro- 
tection is the registration of trade-marks. <A trade- 
mark may be roughly defined as a peculiar name, ex- 
pression, device or motto, used to designate a particu- 
lar product, or class of products, or line of goods, put 
out and dealt in under that distinctive mark or desig- 
nation. Under the proper conditions, the parties orig- 
inating and using such distinguishing name or mark, 
acquire a right to it as against any other attempting to 
employ it for the same purpose, or in any such way as 
would injure its value to the originators or owners. 
This right is a clearly defined common law right en- 
forceable in any case of unfair competition. Owner- 
ship of trade-marks may be transferred as may the 
ownership of any other kind of personal property. 

The general subject of trade-marks is complex and 
can be treated but briefly here. In most states, laws 
are provided for their registration and there is also a 
national law permitting the registration of trade-marks 
in the patent office at Washington. This registration, 
whether State or National, does not in itself vest the 
right to a trade-mark in the individual, but is merely 
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a public notice that the particular trade-mark is being 
used and is claimed by the person registering it. Any 
right to its exclusive use would exist no matter wheth- 
er the mark were registered or not. The great advan- 
tage of registration is found in case of litigation. If 
other parties use the mark the registered owners—if 
the matter is brought into the courts—file the evidence 
of registration. This is considered prima facie proof 
of ownership and the offending parties must then 
either show that they have a superior right to the 
ownership of the mark in question, or lose their cause. 
If, however, the mark had not been registered, the 
burden of proof is reversed. Then the complainant 
parties, instead of merely submitting evidence of regis- 
tration, must bring proof that they have been using 
the trade-mark in question and that their use and 
right antedates and is superior to that of the defendant 
parties. In other words, the registration of the trade- 
mark does not establish the ownership of the mark, 
but it is prima facie proof of such ownership, and any 
party infringing or contesting this ownership must 
prove a superior right or relinquish his claims. 

It is to be noted that if a trade-mark is registered 
by parties not entitled thereto, reasonably prompt 
action must be taken by the real owners of the mark in 
question, or their rights will be lost. The registration 
of the mark is public notice that it is claimed by the 
parties registering the same and unless such claim is 
contested within a reasonable time, their rights will 
be considered established and the original owners will 
not be allowed to interfere. These latter have slept 
upon and therefore lost their rights. 
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Under these circumstances the importance of the 
registration of a trade-mark will readily be seen, — 
not as a means of acquiring ownership, though it may 
ultimately have this effect, but as a public notice that 
ownership therein is claimed, as a coign of vantage 
from which to conduct the fight in case of litigation, 
and as a measure by which the burden of py is 
shifted to the opposing parties. 

Ownership in a trade-mark has the advantage of not 
expiring by time limitation as does the patent. It is 
not a special concession or reward from the Govern- 
ment to genius or enterprise. It is merely a private 
right in and to a property created by the energy and 
ability of the originator, and, like any other property 
right, inures to the benefit of the owner or his assigns 
in perpetuity or until lost by disuse or abandonment. 
The government certificate of trade-mark registration 
does, it is true, expire and must be renewed from time 
to time, but the ownership of the trade-mark does not 
expire as long as it is in active use. 

An established trade-mark is not infrequently the 
most valuable asset of a flourishing business, practi- 
cally representing its good-will. In many cases, where 
fully established, its protective value is actually greater 
and far more desirable than that of the ordinary pat- 
ent. The respective merits of the different methods 
of protection are well illustrated in the cases of the two 
well-known and exceedingly profitable pharmaceutical 
preparations, phenacetine and vaseline. 

Phenacetine was held by a process patent. The life 
of this patent expired a short time since and the manu- 
facture and sale of phenacetine—as phenacetine—is 
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now open to the world and the long and exceedingly 
profitable monopoly in its manufacture is at an end. 

Vaseline, on the contrary, is not protected in any 
way by patent, but the name of the substance, “vase- 
line,”’is owned as a registered trade-mark by the Chese- 
borough Manufacturing Company. Under that name 
the product was originally brought out and introduced 
to its multitudes of users, and by the name alone it is 
now held. That is, the process by which vaseline is 
produced is known to the trade generally and the sub- 
stance may be made and sold by anyone under any 
name except vaseline. As a matter of fact it is largely 
manufactured and sold under other names, as notably 
that of “petroleum jelly.”” The name vaseline is, how- 
ever, the exclusive property of the Cheseborough 
Manufacturing Company, and so well is this name es- 
tablished that while it does not control the entire trade 
in the product, it does control the most profitable por- 
tion of it and will continue to do so as long as the pro- 
duct is properly made and kept before the public under 
the name vaseline. 

A still better protection in all cases where it is pos- 
sible, is secured by a combination of the patent and the 
trade-mark. Had phenacetine been secured by a 
patent on the process and in addition by the registra- 
tration of its name, it would have given the owners 
an absolute and complete monopoly for the life of the 
patent, and the partial monopoly conferred by a trade- 
mark, for an indefinite period thereafter. They would 
have forfeited none of their present advantages and 
would have gained in addition thereto the benefits of 
the trade-mark. 
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The holding power of an established trade-mark 
is surprising. Such a name stands for the formula of 
the preparation covered and all its qualities. Once 
fixed in the public mind and properly followed up, it 
can only be removed by substitution of some other 
trade-marked article of the same nature, and in this 
way only with extreme difficulty and with assisting 
laxness on the part of the owners of the established 
mark. We all recognize this in our personal experi- 
ence. Some certain remedy seems to suit our com- 
plaint; we like a certain kind of shaving soap; a par- 
ticular brand of tooth-powder pleases us; and we con- 
tinue to buy and use these particular articles indefi- 
nitely and without asking or caring about anything 
else for the purpose. Other articles may be equally 
good—frequently better—but we are not concerned, 
much preferring to continue with what we already 
have. 

In the kitchen Dr. Blank’s baking powder is used. 
The cook learns how to use it with excellent results, 
or results that she esteems excellent. Thereafter no 
other baking powder appeals to her, no matter what 
it claims. Ordinarily she will not even try it. If she 
should be persuaded to do so, not understanding the 
new powder nor how it is best used, her results will 
hardly be satisfactory. She prefers old friends to new 
anyway and joyfully returns to the familiar baking 
powder. Further she is a zealous champion of this 
powder and, in and out of season, is always ready to 
recommend it and fight for its defense. As an adver- 
tising agent she is invaluable and quite inexpensive. 

All this is merely a manifestation of the natural 
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conservatism of human nature,—a following of the 
lines of least resistance. Once started in any particu- 
lar direction, or in the use of any particular article, 
an individual may be depended upon to continue in 
that direction or the use of that particular article until 
some active influence is exercised to change his course. 
Furthermore if he is a free agent and has not yet adop- 
ted an article that he must sooner or later use, he will 
in nine cases out of ten take up the article used or 
recommended by those around him, when the time for 
adoption comes. This being recognized as true, the 
enduring value of an established trade-mark may be 
realized. 

Mr. Rowell in “Forty Years an Advertising Agent” 
discourses interestingly on this subject though with 
some little confusion of the distinction between trade- 
marks and trade-names. Speaking of Pond’s Extract, 
he says that Dr. Humphreys of Homeopathic Specifics 
fame, who had theretofore owned the trade-name men- 
tioned, was glad to part with a business associate 
“even at the expense of allowing him to take away the 
most valuable trade-mark the concern had possessed, 
no less a trade-mark than ‘Pond’s Extract,’ a pre- 
paration of Witch Hazel that is a household remedy 
from one end of America to the other. What a com- 
mentary it is on the value of a trade-mark. The 
Humphreys people had made Pond’s Extract for years. 
It was admittedly a preparation of Witch Hazel. They 
could no longer sell it as Pond’s Extract, the privilege 
had passed to Mr. Hurtt, but dozens of other people 
were selling extracts of Witch Hazel and the Hum- 
phreys people had still just as good a right to make 
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and sell an extract as anybody else. They could call 
it Humphreys’ Extract but not Pond’s. Everybody 
had heretofore bought Pond’s Extract of the Hum- 
phreys concern; now they could buy Humphreys’ Ex- 
tract there, but not Pond’s. To get Pond’s they must 
go elsewhere. And yet the Humphreys’ Extract was 
identical in composition with Pond’s, was made by the 
same people that had always made Pond’s and was 
sold in larger bottles and at a lower price; and for all 
that the people would have none of it. They had 
learned to use Pond’s and would have no other. I had 
knowledge in the earlier days of a similar case. Two 
men were part owners of a preparation for the hair 
called Hall’s Hair Renewer. They were not agreed 
on business methods and one disposed of his interest 
in the concern to the other and that other became a 
millionaire doing business at Nashua, N. H. The 
first man knew just as well how to make the prepara- 
tion, and did make it, and put it on the market, and he 
advertised it, too, only it was Plummer’s Hair Renew- 
er and not Hall’s. Everybody wanted Hall’s, nobody 
would have Plummer’s, and the money spent in adver- 
tising it was wasted. After a time the owner of 
Hall’s Hair Renewer, having become wealthy, had 
social aspirations that the patent medicine business did 
not aid, and the renewer was sold for a great price to 
J. C. Ayer & Co., of Lowell, who had already exploited 
with some success practically the same thing under 
the name of Ayer’s Hair Vigor, but could not make it 
compete with Hall’s that had been earlier in the field.” 

How a trade-mark is to be selected and established 
is too extended a discussion to be undertaken here. 
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The name or mark should usually be distinctive and 
striking as easier to fix in the public mind. Given a 
good trade-mark and a fairly good article to support 
it, the rest is merely skilful, extensive and long con- 
tinued advertising and in connection therewith the 
proper maintenance and supply of the article covered. 
There is nothing that discourages the consumer more 
than the inability to get the article he wants at the time 
he wants it, or discourages him quicker than to get 
his favorite article and then to find it vary from the 
familiar standard,—presenting a different appearance, 
taste, odor or effect. Man wants variety but not of 
that kind. 


Another very important feature of trade protection 
is the trade-name. This is much akin to the protection 
of the trade-mark, though the trade-name is not reg- 
istered or officially recognized in any way by either 
State or National Government. It is merely the name 
of an individual, firm or corporation under which a 
business is carried on. The right of the owners to this 
name is a fully recognized common law right and may 
be protected, where necessary, by direct legal proceed- 
ings. Ordinarily there is no greater difficulty in this 
than in the protection of any other property right. 

Difficult cases sometimes arise, however, where a 
person whose name is similar to the name, or leading 
name of some existing firm or company, adopts prac- 
tically the same title for a similar business. Speaking 
generally, a person cannot be prevented from using 
his own name in the conduct of his business by the 
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fact that some other party, to whom the name also 
belongs, is already conducting a similar business under 
that name. While this is true, the courts can usually 
be depended upon to enjoin any use of a name plainly 
intended to utilize or to injure the reputation of a 
name and a business already in existence. 

In a well-known New York case (Meneely v. Me- 
neely, 62 N. Y. 467), the doctrine was laid down 
broadly that every man has the absolute right to use 
his own name in his own business even though he may 
thereby interfere with and injure the business of 
another bearing the same name, “provided he does 
not resort to any artifice or contrivance for the pur- 
pose of producing the impression that the establish-. 
ments are identical,” or if the only confusion created is 
that which results from the similarity of the names. 
That is, it must be an honest use of the name. 

Under some circumstances the trade-name practi- 
cally takes the place of the trade-mark, as in the case 
of “Pond’s Extract” and “Hall’s Hair Renewer’’ al- 
ready mentioned. This is true of the old, well-estab- 
lished firms, companies or enterprises, the reputation 
of whose names has been built up by the excellence of 
their goods, or perhaps through the fact of their being 
first in the particular field in which their business lies. 

A good example of this, and one which also well ex- 
emplifies the all-around protection that should be given 
an enterprise, is furnished by the Remington type- 
writer. This typewriter was the first practical ma- 
chine to be constructed and was brought out under the 
name of one of its inventors,—‘‘Remington.” The 
original machine was naturally very fully protected 
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by patents. Many improvements were made later and 
all were duly and fully covered by patents.. A trade- 
mark was adopted in the early history of the machine 
which, in the form of a red seal, is to be found on every 
Remington typewriter and on everything connected 
with the machine. The name “Remington” was, 
however, made the principal feature and given every 
prominence. Even the name of the firm which con- 
trolled the sale of the machine for the larger part of its 
history was not allowed to interfere with the all-im- 
portant trade-name “Remington’’. 

This machine being the pioneer in its field found no 
existing demand for typewriters. It at once proceed- 
ed to create and supply a demand, which, as there were 
no competing machines, was exclusively a demand for 
Remington typewriters. The machine was constantly 
and vigorously pushed, and so favorable were the 
first conditions and so well were the opportunities 
improved that when, by the expiration of the principal 
' patents and the invention of other operating principles, 
the typewriter field was partially opened, the Reming- 
ton was too firmly intrenched to be displaced. There 
were other machines and good machines then on the 
market and they secured a portion of the trade, but 
the Remington held and still holds its position as the 
best-known and most widely-used of American type- 
writers. It may be stated broadly that there are no 
patents of any material importance now protecting the 
Remington machine, its position being held solely by 
means of the trade protection afforded by its name and 
trade-mark, sustained by good business management 
and by the continuing excellence of the machine. 
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Competition in the typewriter field has been largely 
eliminated in recent years by the consolidation of the 
leading interests under the Union Typewriter Com- 
pany. The value still attached to the name “Reming- 
ton” and the vigilance with which it is protected, are 
however, well illustrated by the suit brought some 
years ago to prevent the use of the name “Rem-Sho” 
for a new typewriter. Notwithstanding the fact that 
this name was formed from the names of the parties 
actually interested in the new typewriter and that it 
was not a copy or even an approximation of the older 
name, the Remington people were successful in their 
suit and secured a final decree and injunction restrain- 
ing the Rem-Sho people from the use of the coveted 
name. 


In some lines, enterprises may be more or less pro- 
tected by copyright. This protection, where possible, 
is of the utmost importance, but its application is too 
limited, too technical and too well understood by those 
interested to require consideration here. It differs 
from both patents and trade-mark registration in 
its nature, being the absolute certification by the Gov- 
ernment that the author or owner, as the case may be, 
is entitled to certain productions, of a literary or artis- 
tic nature, which cannot thereafter be used by others 
either in whole or in any material part without the 
consent of the author. The copyright is not subject 
to attack of any kind—unless by direct charge of 
wholesale plagiarism, or theft—nor, on the other 
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hand, does it protect anything except the special book, 
picture, musical composition, or other production for 
which it is granted. Neither does it prevent another 
author or artist from producing another book, or pic- 
ture, entirely similar as to subject matter, provided 
only that the wording or the treatment is different. 
Ideas are not protected by the copyright—only the ex- 
pression of those ideas. 

No attorney is needed to secure a copyright. The 
process is simple. Blanks are furnished on application 
by the Copyright Department of the Library of Con- 
gress with full instructions as to the preparation and 
filing of the application and as to the fees to be trans- 
mitted therewith. These fees are nominal,—soc. for 
each copyright, and 50c. more if a certificate of the 
copyright be desired. 

It should be noted that the rules in reourd| to copy- 
right should be closely observed or the protection may 
be lost. These rules are simple and mainly relate to 
the method of issuing the publication or picture or 
other production and the circumstances under which 
extracts from, or reproductions of the same are made 
or allowed. 


CHAPTER XIV. 


SECRET PROCESSES. 


In the case of a patentable process, it is often a per- 
plexing matter to decide whether it is better to patent it 
or to hold it as a secret process. If it is patented, 
the secret of the preparation must necessarily be reveal- 
ed in the application and is readily accessible to any 
interested party. If not patented, anyone who dis- 
covers or stumbles upon the method of its preparation 
has the same right to its use as has the inventor. 

If the process is one easily discoverable by those 
investigating along its general lines, or one that is 
perhaps suggested by the nature or appearance of the 
product, it would naturally be patented as the only 
feasible means for its protection. If, however, the 
process is intricate, or outside the usual lines of inves- 
tigation, or of such a nature that patent protection 
would be difficult of enforcement, it is usually the 
better policy to operate it as a secret process and to 
risk the chance of its discovery, or of its being revealed 
by some one in the secret. 

The conditions surrounding a process make its pro- 
tection difficult. In this it differs from a mechanical 
device, inasmuch as this latter, if an infringement, 
shows on its face, and on the face of each device sent 
out, that it is an infringement, and a mere inspection 
of the device is sufficient to disclose the fact, while in 
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the case of a patented process there is usually nothing 
in the finished product to show whether it was made 
by the patented process or by some other process. 
Then if a competitor manufactures a similar product, 
it is impossible to tell from any internal evidence that 
it was manufactured by the patented process. It may, 
perhaps, have been made by some new process dis- 
covered by the competing manufacturer. There is 
nothing in the preparation to show that it was not. 
The only way, then, by which infringement may be 
known is by an investigation of the process actually 
used by the producer, which, as he is under no neces- 
sity of disclosing the process actually used, or of admit- 
ting the investigator to his factory, is ordinarily a 
matter of very great difficulty. Frequently it is 
impossible. 

A recent instance may illustrate the difficulties of 
reaching a decision in matters of this kind. One of the 
smaller chocolate manufacturers, after long experi- 
menting, discovered a very valuable chocolate pre- 
paration produced by a peculiar treatment and blend- 
ing of his materials. The preparation was different 
from anything else of the kind on the market, was one 
much desired by chocolate manufacturers and for 
which many of them were then working, and was far 
superior to anything as yet produced by them. As 
soon as the process was perfected the question at once 
arose as to the best means for its protection. 

If patented, its peculiar features and the method of 
its preparation would be revealed to other chocolate 
manufacturers, would be very likely to give them hints 
or suggestions that might lead to other methods of 
preparing the same or a practically similar compound, 
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and, if it should be deliberately stolen and used by 
these other manufacturers, it would be extremely diffi- 
cult, if not impossible, to secure evidence of the theft. 
That is, if some other manufacturer should decide the 
process to be a good thing, should steal it bodily, de- 
vote some secluded room of his factory to its prepara- 
tion, put the whole matter into the hands of a few 
trusty employees, and then come out with a glad an- 
nouncement to a waiting world of his recent and im- 
portant discovery of a new chocolate preparation, the 
detection of the fraud would be almost impossible. 
The claims made for the stolen preparation and its 
appearance and qualities might be identical with those 
of the legitimate product, and the owner of the process 
might be morally sure that his process was being used, 
but how could he produce the facts necessary to sub- 
stantiate his belief and give him a fighting status in the 
courts? If he resorted to legal measures, he must 
not only show that the preparation was the same as 
his but must also show that it was produced in the 
same way—that is, by the same process as revealed in 
his patents. His own belief would have no weight 
- as legal evidence. He could not compel the dishonest 
manufacturer to come into court and make known the 
process actually used. Practically, then, his only 
methods of securing the absolute proof necessary for 
the protection of his rights, would be either to intro- 
duce spies into the competitor’s factory, who might 
discover and testify to the process used, or to win over 
some one or more of his competitor’s workmen en- 
gaged in the process and employ their testimony to 
convict his competitor. Either of these plans would 
be of great difficulty and of doubtful propriety. 
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On the other hand, if the process were maintained 
as a secret one, the owner’s exclusive interest in it 
would depend solely upon his ability to keep the secret 
to himself. If his competitors, by fair means or foul, 
discovered the process, they would have the same 
rights to itas he. If he were able to manufacture the 
material himself, without help, secrecy would be easier 
to maintain, but this is impossible in most commercial 
processes, and in the particular instance the secret 
would of necessity be intrusted to his workmen. These 
workmen, or one of them, might then be drawn to his 
competitors by higher wages, or the secret be discover- 
ed by direct bribery, or by spying, or by other under- 
hand methods. Or if nothing of this kind happened, 
the finished product might give his competitors some 
hint as to the direction in which to work and his pro- 
cess be discovered by direct experimental investigation. 
No matter how, if the process once became known, it 
would be hopelessly lost to the inventor as an exclusive 
process. His right to a patent would by that time 
have been lost and he would be utterly without pro- 
tection. 

In the particular case the writer’s preference would 
be strongly for the maintenance of the operation as a 
secret process. It would, as suggested, be liable to dis- 
covery, but the difficulties of enforcing patent rights 
in a case of this kind are practically insuperable, while 
the probabilities of maintaining the secrecy of the pro- 
cess for at least a considerable time are excellent. 
With a limited number of trusted workmen, given 
perhaps some interest in the product, and with all pos- 
sible safeguards thrown round the process, its se- 
crecy might be maintained indefinitely—perhaps for 
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a far longer period than the life of a patent—whereas 
the process if patented would certainly become public 
property at the end of the patent period and could not 
be efficiently protected at any time. In effect it would 
become the property of any unscrupulous manufac- 
turer from the day the patent was issued. 

Also by maintaining the process as a secret one, 
it could, under any ordinary circumstances, certainly 
be preserved to the owner for a sufficient length of 
time to enable him to throw around it the additional 
protection of his trade-name and a trade-mark, as al- 
ready discussed. In this event the actual process of 
preparation would become a matter of much less vital 
importance, and, in fact, might finally sink to the posi- 
tion of a mere incidental feature of protection. The 
processes of manufacture of numerous and very valu- 
able trade-marked preparations are well and generally 
known but their value to their owners is not materi- 
ally affected by these conditions. 

In conclusion it may be said that in any case in which 
the process to be guarded is one that can be kept in the 
hands of one man, or of a few men, and is of such a 
nature that it is not likely to be discovered, or will not 
be revealed by the product itself, it is best held as a 
secret process. 

A secret method of tempering watch springs might 
serve as an illustration of this kind of process. Here 
one man, if the process were simple, might himself 
temper enough springs to supply the world, and the 
process should undoubtedly be kept a secret. To pat- 
ent it would in effect make it public property, as the 
prevention of infringement would from the nature of 
the case be impossible. 
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When, however, a process requires the employment 
of many men, who either necessarily know, or are in 
a position to learn its secret, or when it is of a nature 
that necessitates its public exposure to a greater or 
less degree, it is better patented. Under such cir- 
cumstances, its protection for any length of time as 
a secret process is practically impossible, and on the 
other hand it could hardly be adopted and used by a 
rival manufacturer without detection. 

Some of the modern methods of producing and 
treating iron and steel, are examples of this kind of 
process. Here the operations must be conducted on 
such a scale and under such conditions that the secret 
could not be preserved and, on the other hand, their 
surreptitious employment is practically impossible. 
In any such case the owner may patent his process with 
entire assurance that if it should be used without his 
consent, the discovery of the fact and the proof of 
such use are matters presenting but little, if any, 
difficulty. 

Between the process which should manifestly be 
kept secret and the process that is as obviously best 
protected by patent, come a multitude of processes for 
which the best method of protection can only be de- 
cided by a consideration of the particular conditions. 
In some few complicated processes the protection of 
patents may be secured for parts of the process while 
other parts are kept secret, but usually one or the other 
method of protection is alone to be had. In all cases, 
however, the trade-mark is available and should be 
employed. 


CHAPLERUXV. 


MONOPOLIES. 


Freedom from competition, or in other words, an 
exclusive control or monopoly, is the desideratum of 
the business world. In all the methods of protection 
discussed in the preceding chapters, the end sought is 
relief from competition and the establishment, as 
far as possible, of exclusive rights, and the more 
fully this is done and the nearer a monopoly is approx- 
imated, the smoother the commercial pathway of the 
fortunate individual, and, governed by the possibili- 
ties of the particular line of business, the greater his 
rewards. The proper protection of a business then 
becomes of vital importance and a general discussion 
of the subject and of the methods by which monopolies 
are established and maintained will not be out of 
place. 

As will be noted in some of the examples already 
given, it is at times possible to utilize efficiently all of 
the usual methods of protection for a single product 
or enterprise. For instance, the chocolate preparation 
discussed under secret processes, might be primarily 
protected by patent, or if not patented, be held as a 
secret process. Or the process might be partially pat- 
ented and partially held as a secret process if capable of 
such division as to permit of this double protection. 
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Next the preparation could be sold under the pro- 
tection of a trade-mark, and finally, its sale would 
naturally be conducted under the trade-name of the 
concern. The preparation so protected would have 
but little to fear from outside interference or competi- 
tion so long as it was handled with reasonable business 
ability. 

Where the enterprise will not permit of the methods 
of protection discussed, other means must be found or 
devised that will preserve the enterprise from the 
effects of destructive competition and enable it to at 
least maintain its own. 

In the standard lines of business there is, as a gen- 
eral rule, but restricted scope for the protective meas- 
ures already considered. The ground is too open and 
too well known to permit of anything approaching 
monopoly, save such as may be secured by a careful 
observance of the laws of supply and demand, by judg- 
ment in the selection of a location, discretion as to 
the character, quality and quantity of stock, honest and 
courteous treatment of customers and of employees, 
and general business intelligence and ability. Various 
subsidiary or incidental lines or articles may perhaps 
be protected by patents or trade-marks, or be held as 
secret processes, and the trade-name itself is occasion- 
ally the equivalent of a monopoly, and is at all times, 
if properly worked up, a protective and retaining 
feature of great value. Beyond this the field is open, 
and, barring inequalities as to capital and natural 
abilities, the fight is a fair one with no favors. 

In such cases, not permitting of patent, trade-mark 
or other special protection, or only partially so, and 
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not possessing any of the usual features of a monopoly, 
the same ends, as nearly as may be, are attempted by 
very diverse methods. One man will advertise so 
extensively and so persistently that his competitors of 
quieter tastes, or less aggressive dispositions, are lost 
in the turmoil. The others are there but so completely 
overshadowed that the blatant advertiser has most of 
the advantages of exclusive control. 

Or again some one will gain possession of improved 
machinery, or better facilities, or secure the same ends 
by better management or superior ability, and rout 
competitors by either supplying better goods for the 
same money, or the same goods for less money, or 
doing something else equally destructive of their busi- 
ness and peace of mind. 

Or another commercial genius will discover an in- 
dustrial line of quite low resistance, something which 
has been neglected or overlooked, or which has been 
- opened up by changing conditions, in which he has 
a vantage ground over others. Instead of blazoning 
forth his discovery to the world and to his competi- 
tors in particular, he carries on a still hunt,—the quiet- 
est campaign possible, reaching his market or consum- 
ers in the most unobtrusive way he can devise and 
prospering perhaps for years without competition, 
because those who would otherwise be his competitors 
have no idea that he has any business worth competing 
for, or which they could follow with profit to them- 
selves. 

The writer has in mind an instance of this kind 
which was brought to a very unfortunate conclusion 
by the unintentional interference of a paternal gov- 
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ernment. Just before the Civil War a new firm had 
been formed in a flourishing town of one of the Cen- 
tral States to carry on a general toy and notion busi- 
ness. It was the only establishment of the kind in the 
place and for a time did a very ordinarily profitable 
business, paying rent and a living profit but nothing 
more. With the advent of the war, however, a change 
came over the scene. A period of inflation began, 
money was plentiful, it had to be spent and the young 
firm found itself in a singularly favorable position to 
facilitate this operation. The partners were alive to 
the emergency, added to and extended their stock 
materially, and were shortly doing an astonishingly 
profitable business. They did not deem it necessary to 
proclaim this fact, however, but merely advertised 
their business in the usual way and jogged along as 
quietly as if they were not running one of the most 
profitable little monopolies in the place. 

This went on to the satisfaction of all parties—and 
especially of the partners—until the Government in 
its wisdom saw fit to impose an income tax upon the 
population of the loyal states, and as a means thereto 
required everyone to submit a sworn statement as to 
his or her income. Unfortunately the members of the 
young firm were respectively possessed of that, at 
times, exceedingly embarrassing and uncomfortable 
business appendage,—a conscience. Accordingly they 
returned an honest report of their income, which, in 
connection with many other reports, some correct 
but most of them enormously discounted, was forth- 
with published in the daily papers. It was a revela- 
tion to the burghers of the town. They arose as one 
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man, including many women, and before the next 
Christmas, every corner grocery, every dry-goods 
store, and practically every other establishment in 
town had added an annex for the sale of toys and no- 
tions. Asa result, what had been before a most pros- 
perous and profitable enterprise was reduced within a 
season to the verge of disaster, and, as a matter of 
fact, the nature of its business was shortly changed. 

A monopoly may be established either by exclusive 
control of a product, or by control,—usually by vir- 
tue of location,—of the market for a product. _ 

A very good example of the establishment of a mo- 
nopoly by securing practical control of the entire out- 
put, is found in the history of the Kimberly diamond 
fields, which is recalled by the recent death of Sir 
Alfred Beit, one of the principal actors. The great 
bulk of the diamond supply of the world comes from 
these fields. Formerly the mines of the district were 
in the hands of a great number of small owners operat- 
ing independently and as each man saw best, without 
regard to the laws of supply and demand or any other 
economic principles. Their only anxiety was to secure 
and realize upon the largest possible output in the 
shortest possible time. 

This was a very natural proceeding, but it entirely 
overlooked the great natural possibilities of monopoly 
in the Kimberly fields. Instead of the peace of mind, 
great profits and other comfortable features of a mo- 
nopoly, there was the most active competition, over- 
production, and resulting stress and distress, until a 
glut in the diamond market ensued, prices fell disas- 
trously, and the whole business was in a state of de- 
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moralization. The enormously important fact that 
practically the world’s supply of diamonds was coming 
from these few acres of blue clay was absolutely ig- 
nored. 

At this stage of the proceedings, Cecil Rhodes and 
his associates, who, whatever their shortcomings in 
other directions, were unquestionably men of great 
business ability, saw the industrial bearings and possi- 
bilities of the conditions. Without hesitation they 
stepped in, purchasing, absorbing, compelling as best 
they might, until all the rival ownerships were con- 
solidated. They then systematized the business, 
abolished all independent and competitive operation 
forever, put the mines under one capable management, 
regulated production and thereby prices, and from a 
confusion of warring elements evolved a complete and 
smoothly operating industrial machine. 

As soon as this industrial reorganization was com- 
pleted the Kimberly mines controlled and still con- 
trol the diamond markets of the world. By increas- 
ing the output, or by allowing a larger portion of the 
output to go on the market, its managers can at any 
time lower the price of diamonds in every civilized 
country of the globe. By restricting the output, they 
can raise the price of the gem wherever it is bought 
or sold. The market is in their hands, and the whole 
problem narrows down to the one point of the proper 
production to secure the best results—the greatest 
profit for the owners of the mines. 

It is manifest that if the output were increased too 
greatly, the price would decrease in proportion or 
even in greater ratio, the profits of the owners becom- 
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ing even less than on a smaller production. Also the 
volume of business and, as a consequence, the operating 
expenses would be greater and the source of supply— 
which is not supposed to be inexhaustible—would be 
rapidly depleted. If, on the other hand, the output 
be restricted too far, the price would immediately rise, 
but the demand would as immediately fall, and the 
profits of the owners be curtailed by the decreased de- 
mand. Also if the price were raised unduly, the activ- 
ity of the other diamond-producing regions of the 
world would be promptly and greatly stimulated, or 
perhaps new fields might be discovered, all resulting in 
an increased output and a loss of trade to the Kimberly. 
A curious and unexplained development of this sit- 
uation is found in the greatly increased diamond prices 
of the last few years. Whether this is due to restric- 
tion of the Kimberly output, or to an actual failure of 
the Kimberly supply, or to an over-augmentation of 
the popular demand for diamonds, cannot be determin- 
ed by an outsider. Whether the increase is excessive 
or is justified by the conditions remains to be seen. 
Another example of a monopoly from the nature— 
or conditions—of the product, was, for a number of 
years, afforded by the great pitch lake of Trinidad. 
This enterprise is an interesting one, not only because 
of the original features of monopoly which brought 
it into prominence, but also because of the aggressive 
ingenuity with which this natural monopoly was per- 
petuated and protected long after it would, in the ordi- 
nary course of events, have fallen into a condition of 
innocuous desuetude, or at least into the position of 
very secondary importance where it properly belongs. 
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As a matter of fact, the material known as Trinidad 
asphalt is not peculiarly favorable for paving purposes. 
It is, as taken from the lake, but from 50% to 60% 
asphalt, the balance of the constituent materials being 
designated by those opposed to the Trinidad asphalt as 
“trash.” These other materials are really the debris 
that has fallen into the lake or become incorporated 
into the asphalt while in the lake basin. A very large 
proportion of this foreign material is organic matter, 
actively detrimental to the quality and general use of 
the asphalt. The material as taken from the lake 
must, therefore, be refined before being used for pav- 
ing purposes, but it is impossible to entirely remove 
the organic matter. Also the asphalt as refined does 
not possess enough natural asphaltic oil to make it a 
suitable paving material, and, therefore, before use 
a certain amount of petroleum residuum is added to 
give it the necessary life and “staying” quality. 

As will be seen there were serious difficulties in the 
way of using the Trinidad asphalt for paving purposes 
and the original promoters of the enterprise, Mr. Alon- 
zo Barber and his very efficient ally and chemical ex- 
pert, Prof. de Schmedt, deserve much credit for the 
persistence and intelligence of their original study of 
the material and for the very excellent paving material 
they finally succeeded in producing from it. 

As soon as this problem of the reasonably success- 
ful use of the Trinidad asphalt for paving purposes 
had been solved, the Barber Asphalt Company was 
formed, and proceeded with intelligence and delibera- 
tion to build up and fortify one of the strongest mo- 
nopolies of its day. 
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There were in use at that time other asphalts much 
better for paving than the Trinidad, but these others 
were European asphalts, were somewhat costly for use 
on this side of the world, and, for various reasons, did 
not produce a favorable impression when first laid in 
this country. They were not serious competitors and 
the Barber Asphalt Company gained the first hold. 
Also in spite of the fact that the Trinidad asphalt 
lake was and is crown property, belonging to England 
and merely held under lease and royalty, the Barber 
people managed with such astuteness as to produce the 
impression that the Company was—and with some jus- 
tice, for the asphalt was never successfully used in any 
foreign country—an American enterprise, and for this 
reason that its product should be given preference over 
any other asphalt. 

Also the American public was carefully and system- 
atically educated as to the merits of the pavement, and 
the name of the Barber Asphalt Paving Co., and the 
material “Trinidad” asphalt were so closely associated 
with the whole industry that the mere mention of 
asphalt paving at once suggested both the names of 
the Company and its asphalt. 

It may be mentioned that at this time other and su- 
perior asphalts, such as the Bermudez, the California 
asphalts, the sand and limestone asphalts of the in- 
terior states, etc., had been found and were being pro- 
duced to a limited extent. This, however, only spur- 
red the Barber people to higher flights of imagination 
and with magnificent mendacity, possibly excusable 
from the standpoint of industrial competition, they 
actually discovered that the defects of their material 
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were excellencies that could neither be found nor re- 
produced in any other asphalt. 

Actiiig on this discovery they declared that the im- 
purities of Trinidad asphalt were natural additions es- 
sential to its excellence and not to be replaced in other 
asphalts by artificial additions; further that the heavy 
oil added to the Trinidad was superior to the natural 
oils of the other asphalts and in short, to sum up the 
whole matter, that Providence, perceiving somewhat 
tardily the necessity and importance of asphalt pave- 
ments, and noticing that no provision had been made 
therefor in the original creative process, had prepared 
the Trinidad Lake asphalt for the express purpose, 
and that any doubts cast upon the excellence of the 
material bordered closely on the impious. 

This was ingenious but the Trinidad people did not 
place their trust entirely in Providence. By unremit- 
ting and well rewarded missionary work among the 
local politicians of all places where asphalt paving was 
being laid, or likely to be laid, they succeeded in con- 
vincing these local politicians of the marvellous quali- 
ties of Trinidad asphalt and in committing them to the 
furtherance of the designs of Providence in the matter 
of its use. So well done was their work that almost 
every municipality of the country which advertised 
for asphalt paving either inserted a provision calling 
for Trinidad asphalt, or for an asphalt of similar com- 
position, which could not, of course, be procured out- 
side of Trinidad Lake. As a result of all this well- 
directed effort the asphalt held its own in the face of 
the most strenuous opposition for a long term of years 
and even now the specifications of many of our cities 
practically call for Trinidad asphalt. 
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The whole enterprise is interesting as showing the 
strength of a monopoly once established and the dis- 
tance to which it can be carried in the face of con- 
ditions distinctly unfavorable. 

In the case of the Standard Oil Company we find a 
monopoly where nature did not intend one, and it is 
undoubtedly the most remarkable case of the kind in 
industrial annals. Here the process that obtained in 
the case of the Trinidad Lake asphalt was reversed, 
and the enterprise instead of beginning as a natural 
monopoly and then being maintained as an artificial 
one, was first inaugurated and maintained as an arti- 
ficial or forced monopoly, until it had attained such 
size and strength that it was enabled to change its 
character to that of a natural monopoly. 

Oil is found in every part of the country and in 
every part of the world. Its distribution is so wide 
and the quantities found are so excessive that at first 
sight there would not appear to be any possible open- 
ing for a monopoly—not nearly so good as in coal or 
salt, or copper or iron, or a dozen other of the exten- 
sively used and widely distributed necessaries of life. 

It is not at all probable that Mr. Rockefeller had 
any idea in his early connection with the oil business 
of establishing the very complete and all absorbing 
monopoly that he did, nor of the enormous magnitude 
of the work he had undertaken. Nor is it at all prob- 
able that any such combination or absorption, as he 
affected could have been brought about by fair and 
honest means. It did not matter at all to Rockefeller, 
however. He saw the goal immediately before him. 
He also had a conviction that his career had been ar- 
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ranged by Providence—a pleasing conviction that 
seems to prevail among monopolists—and that nothing 
could be allowed to stand between him and the success 
for which he was destined. At any rate he did not allow 
anything to stand in the way and by a system of the 
most deliberate and cold-blooded industrial brigand- 
age, admirable for its detailed, intricate and compre- 
hensive character, and for the intelligence and insist- 
ence with which it was carried out, but damnable from 
the standpoint of morality and the fellowship of man, 
he built up the greatest, the most profitable and the 
most powerful monopoly the world has ever seen. 

His first organization was characterized by a strong 
centralization of power, by the ability of the men he 
connected with it, and by the unscrupulous character 
of its operations. His first real and strong hold on 
the situation was given him by special freight rates 
and then by the iniquitous rebate system whereby his 
rivals were forced unwittingly to contribute to his 
power and to their own ultimate destruction. Under 
this system he not only reaped the profits of his own 
business, but without right or reason—except the 
power to do so—levied toll on the business of every 
man who ventured to enter the field against him. Oil 
could not be sold without being shipped, and on every 
barrel of oil shipped by its competitors the Standard ~ 
Oil Company received a substantial payment. 

The details of the upbuilding of Standard Oil ate 
too recent and have been too widely discussed of late 
to render details necessary here. Suffice it to say that 
by rebates and discriminating rates, by controlling the 
refineries, by controlling the means of storing and 
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piping oil, by controlling everything connected with 
oil, by buying, bribing, tricking, stealing, crushing, 
absorbing and destroying competition of every kind, 
the Standard Oil Company passed from the artificial 
monopoly at first created into a natural monopoly prac- 
tically controlling the entire oil output of the coun- 
try,—so much so that the Standard Oil regulates the 
price of oil subject only to its own discretion and to 
the great natural laws of supply and demand,—laws 
which even the Standard Oil Company has not been 
able to entirely overthrow, though it has juggled with 
them greatly to its profit. 

Such a monopoly as the Standard Oil Company 
enjoys might be called a forced monopoly. There are, 
however, numberless instances of natural and entirely 
legitimate monopolies, as where a coal mine is open- 
ed in such a location as to secure better rates to its 
particular market than any competing mines, or where 
a clay bank is discovered that will make a brick su- 
perior to anything else in that vicinity, or where a par- 
ticular soil is found that will grow a certain kind of 
vegetable or fruit in greater perfection than elsewhere, 
or where other superiority is given by natural and 
honestly existing conditions. 

Other perfectly legitimate monopolies of a local 
character are more or less artificial, or are built up, 
as where a brickmaker discovers that a few brick 
plants in his neighborhood occupy all the available clay 
beds and by a combination of these secures a practical 
monopoly of the brick business in that neighborhood ; 
or where a coal operator, securing the exclusive right 
for the territory in which his mines are located, of a 
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newly invented and very economical apparatus for 
channeling coal, introduces the machinery, and by its 
use drives his competitors out of business; or similarly 
where a sugar refiner secures control of better machin- 
ery than his competitors and either forces them out 
of business or into a combination. 

In most cases, however, the advantages enjoyed by 
any particular enterprise are not sufficient to consti- 
tute a monopoly, but only sufficient to render the 
undertaking more profitable to its owners than are 
other similar but less favored competitors, as, for in- 
stance, where a coal mine is located more favorably, 
or on a thicker portion of the seam than its neighbors, 
whereby its cost of mining is a cent or two less per ton 
than its competitors, giving it a better profit than these 
others but not such an advantage as to enable it to 
drive them out of business; or where a pottery is loca- 
ted so that it can secure a trifling advantage in freight 
rates over its competitors, enhancing its profits as com- 
pared with those others but not sufficient to constitute 
a monopoly or permit its upbuilding. 

In conclusion it may be said that in every case of 
successful business, advantages of some kind exist 
which give that business such equality or superiority 
over its competitors as to enable it to exist, and that 
in every business its success will be accurately meas- 
ured by the ability with which every possibility of ad- 
vantage is discovered and developed. We cannot all 
have monopolies but the best business success requires 
that we approximate thereto as nearly as the conditions 
will permit. 


PART IV. CAPITALIZATION OF AN 
ENTERPRISE. 


CHAPTER XVI. 


CAPITALIZATION. 


Legal Status. Functions. 


In Dr. Meade’s “Trust Finance” the capitalization 
of a corporation is defined as “‘the face or par value of 
the stock and bonds which the corporation has issued,” 
and this is usually the meaning of the term when 
employed in the discussions of “higher finance.” For 
the purposes of the present volume the term is em- 
ployed in its more popular sense, viz., the capital stock 
' of the corporation or the amount of stock which it 
is authorized to issue. This includes common and 
preferred stock, whether issued or unissued, but does 
not include bonds or any other corporate obligations. 

Capitalization is a necessary feature of incorpora- 
tion that cannot be avoided. In every state of the 
Union the laws providing for incorporation either 
directly or by implication, require the corporation to 
have a specified capital stock. 

The amount of capitalization or capital stock is in 
most states of the Union fixed by the charter of the 
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corporation. This amount, then, must in the first 
place be determined by the parties who have the in- 
corporation in charge, before application is made for 
a charter. It therefore represents the amount of cap; 
ital which the incorporators deem necessary for the 
successful operations of the enterprise under the cor- 
porate form or the amount of stock upon which—in 
their judgment—it can pay dividends. That is, if 
they capitalize at $25,000, presumably they either con- 
sider this amount of stock requisite for the purposes 
of the undertaking, or believe that dividends can be 
paid upon that amount. 

In fixing the capitalization of an enterprise the 
incorporators have wide discretion. They will, how- 
ever, naturally be governed by the conditions sur- 
rounding the enterprise and usually some limitations 
are imposed by the law. 

Laws expressly affecting the amount of capitaliza- 
tion are few. Practically the only ones of impor- 
tance are those fixing a minimum capitalization, as 
in New Jersey, where the capital stock must be at 
least $2,000, or in New York, where it must be at 
least $500. Such laws exist in most states of the 
Union. A maximum limit is found also in a few 
states, but the number of these states is so small 
and the limit is so liberal as to make the whole matter 
immaterial. 

Indirect provisions are, however, more numerous. 
In many states a certain proportion of the capital stock 
must be paid in—that is, it must have been issued 
for value received by or for the corporation—prior 
to incorporation, or before the corporation commences 
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business, or within a certain time thereafter. Thus in 
Maryland one-fourth the capital stock must be paid 
in within one year of incorporation, and in New York 
one-half must be paid in within the same time. This 
naturally tends to place a limitation upon capitaliza- 
tion. In thé District of Columbia the requirements 
are much more severe. Here not only must the en- 
tire capital stock be subscribed for in good faith, but 
ten per cent. of these subscriptions must be actually 
paid in cash before the charter may even be filed. 
These laws are recent and it is obvious that under 
their exceptionally rigorous requirements the amount 
of capitalization of any particular corporation will of 
necessity be limited to a very conservative figure; also 
that the airily unsubstantial corporations rather char- 
acteristic of the District of Columbia under its former 
lax laws are now absolutely impossible. 

Again, in most states before a corporation may be 
organized, a fee or tax usually proportioned to the 
amount of capitalization must be paid the state off- 
cials, and thereafter annual franchise taxes are levied. 
For instance, in New Jersey an incorporating fee must 
be paid of twenty cents for each thousand dollars of 
capitalization—minimum fee $25—and thereafter an 
annual franchise tax is levied, amounting on capitali- 
zations under $3,000,000 to $1 on each $1,000 of 
stock outstanding. Taxes of this kind mount up 
rapidly and in practice have a very material effect in 
limiting the amount of capitalization. 

Also in most states laws exist requiring full pay- 
ment of all issued stock. That is, every dollar of 
outstanding stock is supposed to represent a dollar 
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of value actually received by the corporation. In some 
few states these laws are strictly enforced and are then 
an effective limitation on excessive capitalizations. 

While these laws exist and must be borne in mind 
when capitalization is under consideration, they are 
in most states reasonable and even liberal, and do not 
usually prevent any capitalization that may be dictated 
by business considerations. The direct laws mentioned 
expressly prescribing the minimum and maximum 
capitalizations impose no practical limitation. Also 
the laws requiring full payment of capital stock are in 
most states so worded or so enforced—or not enforced 
—as to be of but little effect. Further, excessive in- 
corporation fees and franchise taxes and any other 
requirements as to capitalization, if found too rigorous 
in one state, are always to be avoided by incorporation 
in some more liberal state. In practice, then, it may 
be said broadly that the laws affecting capitalization 
impose material restrictions upon its amount in but 
few cases, and that while these laws must be con- 
sidered, they will not as a rule be found either an in- 
superable bar or even a serious obstacle to any capital- 
ization that may be desired. 

Capitalization has two entirely distinct and very 
important functions—(1) as a convenient means of 
apportioning the interests in an incorporated enter- 
prise; (2) as a measure of the value of an enterprise. 
These functions are independent of each other, though 
both may be, and frequently are, exercised at the same 
time. Speaking generally, it may be said that capital- 
ization always serves as a means of apportioning inter- 
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ests, and, usually, though not by any means invariably, 
serves also as a measure of value. 

For instance, a partnership business owned by three 
partners and valued at $100,000 is to be incorporated. 
One partner owns a half interest in the business and 
the other two each own a one-fourth interest. Unless 
special conditions exist, the capitalization of the cor- 
poration would naturally be fixed by the value of the 
enterprise at $100,000. The capitalization is then a 
measure of value of the enterprise. This capital stock 
is divided into shares of equal value and in the ordi- 
nary course of procedure in such an incorporation each 
partner is given such number of shares as will repre- 
sent his interest in the corporation. If the shares 
are of the usual par value of $100 each, there will 
be 1,000 shares in all, of which the first partner will 
receive 500 and the second and third partners 250 
each. That is, their interests, instead of being repre- 
sented by fractions as before, are now represented 
by shares of even value, and the capitalization not only 
represents the value of the enterprise, but serves as a 
convenient means of apportioning or representing the 
interests of the owners. 

In this case $100,000 as the value of the business 
would be a natural capitalization. It is, however, 
entirely possible that for reasons of policy and expedi- 
ency, a less amount, as $50,000, might be decided 
upon. The laws never interpose any obstacle to capi- 
talization below the real value of an undertaking, and 
such a proceeding would be entirely within the discre- 
tion of the partners. The smaller capitalization would, 
however, be no longer a measure of the value of the 
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enterprise, though it is still and to the same extent 
as before, a convenient means of apportioning the 
respective interests of the partners. In other words, 
the function of capitalization as a measure of value 
has been subordinated to presumably more important 
considerations and is lost, but the other function— 
as an apportionment of interests—still exists in full 
measure. 

That this is true is shown by a very brief consider- 
ation. Under the capitalization of $50,000, shares 
being $100 each, the first partner would have 250 
shares, the second and third partners 125 shares each. 
The number of their shares is changed, it is true, but 
the capitalization being correspondingly changed, their 
proportionate holdings and their interests in the busi- 
ness and in its profits are the same. The first partner 
still has a half interest and the other two still have 
one-fourth interests as before. If profits of $10,000 
are made and declared as dividends, under the first 
capitalization they will receive a ten per cent. divi- 
dend, amounting for the first partner to $5,000 and 
for each of the others to $2,500. Under the second 
capitalization the dividend will be twenty per cent., 
but the amounts received by the partners will again 
be $5,000 for the first and $2,500 each for the other 
two. The basis of calculation is different, but the 
results are the same. 

It is obvious that this apportionment of interest by 
means of capitalization is a very important function. 
As a rule, many parties are invited to participate in 
corporate undertakings, each putting in or investing a 
small sum. Possibly also, if the corporation be a 
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new one, commissions and other obligations are to 
be paid by stock interests in the enterprise itself. It 
is clear that if all this were done on the fractional 
basis that prevails in partnerships, as one-fifth to this 
man, one-eighth to another, four-fifteenths to another, 
one-twenty-fifth to another, etc., very complicated and 
troublesome problems both of practice and bookkeep- 
ing would arise. Under the share capitalization used 
in the corporate form all these differences of interest 
are represented with accuracy and convenience. 

At times a capitalization will be fixed solely for the 
purpose of apportioning interests without regard to 
values, and then later as conditions change will itself 
be changed to serve as a measure of value as well. 
This is shown very clearly by a case that frequently 
arises. An inventor will devise some mechanism. It 
is neither demonstrated nor patented, probably exist- 
ing only as a rude draft or model. The device must 
be worked out and for this purpose the inventor must 
secure financial assistance. 

Usually in such a case the inventor will go to a few 
of his friends. Perhaps in order to secure the money 
he needs to complete the invention—say $1,000—he 
will offer them a one-half interest, reserving the other 
half for himself. Two or three of these friends may 
form a little pool, one for instance putting in $500, 
another $400 and another $100. Then their respective 
interests in the enterprise might be apportioned by 
means of fractional parts—one-half to the inventor, 
one-fourth to the first friend, one-fifth to the second 
friend and one-twentieth to the third. Usually, how- 
ever, the corporate form would be preferred on ac- 
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count of its convenience and in order to avoid the 
partnership obligations that might arise under the 
first plan. Then the question of capitalization arises. 

It is obvious that at this point the capitalization 
cannot be based on the value of the enterprise for 
the simple reason that this value cannot be ascer- 
tained. The invention may prove impracticable; it 
may not be patentable; it may have been already 
patented by some one else; it may never be brought to 
perfection. In any of these events, the invention will 
be worthless. On the other hand, it may turn out a 
striking success and be worth hundreds, thousands or 
even millions of dollars, according to its nature. It 
is apparent, then, that the capitalization of the enter- 
prise cannot be based on value, and its only function 
—outside compliance with the requirements of the 
law—is to measure the interests of the parties con- 
cerned. 

In this case the amount of capitalization is practi- 
cally a matter of indifference and is fixed at any con- 
venient figure that will lend itself readily to the re- 
quirements of the case. Usually to avoid incorporat- 
ing fees and expenses, taxation, etc., a small capital- 
ization is preferable, and the company will perhaps 
be incorporated for say $2,000, divided into twenty 
shares of the par value of $100 each. Of these the 
inventor will take ten shares, the first friend five 
shares, the second four shares and the third one share. 

Such a little company would, of course, be looked 
upon merely as a temporary “bridging” arrangement 
to carry the enterprise over to a point where the value 
of the invention might be determined. The only par- 
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ties concerned are the inventor and his associates and 
the arrangement meets the needs of the situation very 
fully. : 

When, however, the invention is completed and its 
value can be determined to some degree, and when 
perhaps large amounts of money are needed for its 
exploitation, the conditions are very different. Money 
in material amounts could hardly be raised on the 
existing capitalization of $2,000. This must be in- 
creased to an amount more nearly approaching the 
value of the enterprise. The corporation will, there- 
fore, if the invention is one of value, be reorganized 
and capitalized on a much more liberal basis, the 
amount of this capitalization then becoming a matter 
of great importance. Up to this point the real value 
of the enterprise has not been considered in its capi- 
talization. Now the idea of value comes in and the 
capitalization is not only to serve as a measure of 
interest, but as a measure of value as well. The gene- 
ral subject of capitalization on the basis of value is 
considered in succeeding chapters. 

It is apparent from the examples considered that 
these two functions of capitalization are entirely sepa- 
rate and distinct. Capitalization may or may not be 
used as a measure of value, but its use as a measure 
of interest can hardly be avoided. In practice its use 
for the apportionment of interests is invariable. 

It is to be noted that theoretically and even practi- 
cally the entire value idea in capitalization may be 
disregarded. Under the existing laws, capitalization 
must be expressed in terms of money, but, as already 
shown, these money terms frequently do not indicate 
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in any way the value of an enterprise. Therefore, 
while the capitalization is expressed in terms of money, 
it may still be considered solely from the standpoint 
of apportioning interests. 

For instance, in the inventor’s little corporation al- 
ready cited, the first capital stock of $2,000 does not 
in any way express the value of the enterprise. Then, 
instead of calling the capitalization $2,000, consisting 
of twenty shares of the par value of $100 each, the 
“value” idea might be dropped entirely and the capi- 
talization be referred to merely as one consisting of 
twenty shares. Then neither the money value of the 
total capitalization nor of its shares would be men- 
tioned or enter into consideration unless in case of 
sale. The inventor, holding ten shares out of the total 
number of twenty shares, would have one-half the 
enterprise, and these ten shares represent his half in- 
terest equally well whether the value of the enterprise 
be $2,000 or $200,000. In this case the capitalization 
is regarded purely from the standpoint of shares and 
not of value. The whole idea is in fact merely a con- 
venient modification of the fractional interest of the 
partnership. 

It may be noted that a number of years since a 
committee of the Bar Association of the State of 
New York reported and recommended a plan of this 
kind for capitalization on the basis of equal shares, 
the value or dollar idea being entirely omitted. The 
general plan was “to permit the formation of a dis- 
tinct class of business stock corporations whose capital 
stock may be issued as representing proportional parts 
of the whole capital without any nominal or money 
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value.” In other words, if any particular capitaliza- 
tion consisted of 100 shares, no nominal money value 
would be placed upon these shares, each one merely ~ 
representing I-100 of the enterprise. As long as stock 
was not sold, the real value of these shares would be 
immaterial. In case of sale their value would have to 
be ascertained either from market quotations or by 
an investigation of the property owned by the corpo- 
ration. The matter not being complicated as at pres- 
ent by the usual fictitious money value attached to 
each share, would not be difficult. 

It is not probable, however, that any such radical 
departure from the usual plan will meet with popular 
approval. The idea of value as connected with capi- 
talization is too firmly fixed to be easily disturbed. 
Certainly for the present only in exceptional cases 
will the value idea be ignored. 


CHAPTER XVII. 


VALUE AS A BASIS OF CAPITALIZATION. 


The obvious basis for the capitalization of an enter- 
prise is its value. There are cases—as discussed in 
succeeding chapters—where other considerations pre- 
vail, but as a rule capitalization is more or less di- 
rectly based on value, both as a matter of custom 
and of business policy. 

The laws governing the organization of corpora- 
tions undoubtedly contemplate an initial equality be- 
tween the issued capital stock and the corporate assets. 
In some few states direct laws exist to enforce this 
equality. In most states the laws with more or less 
vagueness prescribe that full paid stock—that is, stock 
which carries no liability for corporate debts—shall 
only be issued for actual values. The intent of these 
laws is clear. Every dollar of issued stock must rep- 
resent a dollar of value received by the corporation. 

In practice, however, the laws regulating capitali- 
zation are in most states easily evaded, or compliance 
is nominal, and in consequence frequent and wide dis- 
crepancies between the issued capital stock and the cor- 
porate assets are found from the very day of incorpo- 
ration. The value of these assets is professedly taken 
as the basis of capitalization, but this value is appar- 
ently determined by the exercise of the hopes or imagi- 
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nations of the incorporators rather than by a careful 
appraisal. 

The requirements of the law as to capitalization 
merely shadow forth an existing popular demand that 
it shall be based on values. The law insists—some- 
what weakly, it must be confessed—that there must 
be some connection between the value of an enterprise 
and its capitalization. The public, in spite of many 
and grievous disappointments, goes further and insists 
not only that there must be, but that there is some 
such connection. 

The fact that the nominal value of stock is expressed 
in terms that directly convey an idea of definite value 
is probably responsible for the popular position on this 
subject. If the idea of value were dropped, as dis- 
cussed in a preceding chapter, and shares in an enter- 
prise were merely offered as proportionate parts of 
the whole, the question could not arise. Even at 
the time of incorporation it could hardly be insisted 
that some definite amount of property must be re- 
ceived by the corporation for every share issued, if 
no specific value were assigned to either the share or 
to the enterprise. The only claim then made for the 
share would be that it represented some definite part 
of the whole, and no representation as to its value 
being made, no set value could be required. Under 
these conditions, if stock were offered for sale, the 
principle of “caveat emptor” would control as in any 
other ordinary business transaction. 

Then, if an enterprise were represented by 500 
equal shares and a man were offered one of these 
shares, or in other words, 1-500 of the enterprise, 


176 FINANCING AN ENTERPRISE. 


for some certain sum, say $100, he would, if interested, 
at once begin an investigation to determine whether 
this share were worth $100, just as before purchasing 
he would look up the value of a horse or cow or any 
other article offered for sale. 

When, however, the same man is offered a share 
of stock stated in the certificate to be “of the par value 
of $100” he not unnaturally assumes that if the cer- 
tificate says it is of the value of $100, that value it 
ought to be unless otherwise expressly stated or under- 
stood, and that if it is not, the corporation issuing 
the share must be either more or less of a failure or 
more or less of a fraud. 

Such judgment is not unjustified nor is it harsh. 
The public recognizes the fact that stock may fall from 
its first value if the enterprise is unsuccessful, just as 
the greenback fell below par when troublous times 
_beset the Government, but the share purports to be 
of a certain money value, and the public not un- 
reasonably demands that at the time of issue at least 
this professed value shall be its real value. 

This position of the public, in spite of the general 
knowledge of the actual conditions and the uncertain- 
ties of capitalization, will probably continue as long 
as the nominal value of stock is expressed in terms 
which apparently give it a definite value. It is a posi- 
tion that must be taken into account when capitaliza- 
tion is considered. 

It is to be observed that the equality of corporate 
assets and corporate capitalization, as to issued stock, 
though it may and should exist at the time of incor- 
poration, does not usually continue to exist thereafter, 
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but varies with the vicissitudes of business. In other 
words, capitalization is a fixed amount only to be 
changed by formal procedure, while the value of the 
enterprise varies with every success or reverse en- 
countered in the course of business. 

For instance, a partnership is incorporated for $50,- 
000, this being the actual value of the business at 
the time of incorporation. If the following year were 
a prosperous one, the net profits of the new company 
might perhaps amount to $10,000. These profits, if 
left in the business, would increase the company’s 
assets by that amount. Then, while the capital stock 
is still $50,000, the value of the enterprise is $60,000, 
and the capitalization is no longer a measure of value. 
Or, conversely, this same company might experience 
disastrous reverses and lose half its entire assets. 
Then the value of the business would be but $25,000, 
while the capitalization still stands at $50,000, and 
again fails as a measure of value. 

In quoted stock these variations between the value 
of the enterprise and its capitalization are supposed 
to be reflected with more or less accuracy in the mar- 
ket quotations. These quotations do indicate with 
precision the selling value of the stock, but they are 
of doubtful reliability and not to be trusted as an 
indication of the real underlying value of the enter- 
prise. In an unquoted stock the relations between 
capitalization and the value of the enterprise can be 
determined only by an investigation of the enterprise 
itself. 

While the initial capitalization of an enterprise 
should be based on the values involved, close accuracy 
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is usually impossible. Variations within reasonable 
limits, however, are not apt to be attended with serious 
results. In case of an over-capitalization of an enter- 
prise to be financed, the promoters will find investors 
a little shy of the offering and be forced to increase 
the inducements. In case of an under-capitalization 
the same face value of the stock will probably have to 
be given for the needed funds as would be the case 
if the corporation were more justly capitalized, which 
is in effect paying more for the money. Of the two, 
if within bounds, a capitalization in excess of the pres- 
-ent values is perhaps preferable. 

It is also to be noted that usually in the incorpora- 
tion of a new enterprise and frequently in other in- 
corporations, the existing value of the enterprise is 
used only as a basis upon which to build. Future 
needs must be provided for, present necessities and 
requirements must be met, and as a result the capitali- 
zation actually fixed upon is far in excess of the im- 
mediate value of the enterprise. 

For example, an inventor may have designed and 
perfected a new form of dry battery and be desirous 
of securing capital for its exploitation. The battery 
is not only available for all the usual purposes of a 
dry cell, but is of less construction cost and of longer 
life. The use of dry cells is already large and is con- 
stantly increasing, and the value of the new battery, 
if the inventor’s claims are correct, is considerable. 

Under these circumstances the present value of the 
patents under which the battery is held might be 
determined with some accuracy and be used as a basis 
of capitalization. This would, however, be difficult, 
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and in practice the inventor would probably get at 
the matter from a different standpoint, using the 
amount of money needed for the exploitation of his 
patents as a rough-and-ready approximation of their 
value, or as a basis upon which to reckon their value. 
In the present instance he might deem $25,000 cash 
capital as ample for the development and operation 
of the business and be willing to balance his invention 
against this amount of development money. This pro- 
ceeding is not entirely logical, but is common in prac- 
tice, the relation between the money and the invention 
being varied according to conditions and the estima- 
tion in which the inventor holds his patents. 

In the case discussed, the enterprise being balanced 
evenly against the money, we have a total value for 
the financed enterprise of $50,000, of which half goes 
to the inventor and half to the parties putting in the 
money. A capitalization on this basis would certainly 
be reasonable, entirely proper and on the general basis 
of value—this value not being that of the enterprise 
as it exists, but of the financed enterprise. 

If the invention were exceptionally attractive the 
money might possibly be secured on the plan proposed 
—that is, on an offer of $25,000 in stock for cash to 
the same amount. The idea of par for stock in a new 
enterprise does not, however, appeal to capitalists as 
a rule, and, particularly if the money is to be raised 
among a number of people, a larger capitalization 
would probably be necessary in order to offer more 
attractive inducements—in appearance, at least. 

If, however, the amount of stock to be offered for 
capital is increased, the amount of stock for the in- 
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ventor must also be increased if his half interest is 
to be preserved. Usually the inventor insists on this, 
and perhaps a capitalization of $75,000 would be de- 
cided upon, $37,500 of which would be retained by 
the inventor and an equal amount be given for the 
money. The conditions then have caused the capital 
stock to be increased by $25,000 without any increase 
of value in the enterprise. 

It may be objected here that the capitalists are get- 
ting but one-half the enterprise in return for their 
investment just as at first, and that the increased in- 
ducements are therefore apparent only and are not 
real. This is true, but in spite of this fact, an offer 
of $37,500 of stock out of a total of $75,000 for the 
$25,000 of cash would be more attractive than the 
offer of $25,000 in stock out of a capitalization of 
$50,000, and would secure the needed money quicker ; 
first, because of the inherent tendency of civilized man 
to attribute to stock a value equal to its alleged or 
face value, which gives the offering more attractive- 
ness, and secondly, because of the practical advantages 
found in the larger stock issue—due somewhat, but 
not entirely, to this same bargain-counter tendency of 
human nature—in case of later sales. (See pp. 223-4.) 

In addition to the capitalization already decided 
upon, a further amount might be added to provide for 
any future contingencies. Possibly $25,000 of stock 
might be allowed for these future needs and the total 
capitalization of the company would then be $100,000, 
all primarily based upon the original enterprise valued, 
when financed, at $50,000. The stock included for 
future needs would not, however, go out of the hands 
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of the company until these needs arose, and until that 
time for all practical purposes the capitalization of 
the company would be but $75,000. The reserve 
stock would neither vote, draw dividends nor usually 
affect the company in any other way. It would, in 
fact, be only a possibility—stock to be issued if re- 
quired, but until then non-effective, and for all prac- 
tical purposes non-existent. 

It may be noted in passing that the laws requiring 
full payment of all issued stock would, in the case of 
the company under discussion, meet nominal compli- 
ance through the very elastic value of the patents. 
Twenty-five thousand dollars of the stock would be 
properly issued full paid to the parties investing, in 
exchange for the equal amount of cash received from 
them. Fifty thousand dollars would then be issued 
to the inventor in the same desirable condition in pay- 
ment for the patents. Of this latter stock, $12,500 
would be turned over to the men putting in the money, 
thereby making up their full $37,500, and the remain- 
ing $37,500 would be retained by the inventor. 

The $25,000 of reserve stock might either be issued 
at this time, the same very accommodating adjustable 
value of the patents being utilized for its full payment, 
or might be held back to be issued later when needed. 
If issued at this time it would be nominally issued 
to the inventor in payment for his patents, and would 
by him be turned back to the company as a donation. 
The only advantage in issuing the reserve stock at 
the time of incorporation is to secure its full payment. 
If this is done the stock is known as “‘full-paid” stock, 
may be sold at.Jess than its par value if need be and will 
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not carry with it the obligations that accompany stock 
not full-paid, when sold below par. 

In some undertakings the rate at which stock must 
be sold is so low and the cost of selling is so great, 
that these sale requirements are the main consider- 
ations in capitalization and the real values involved 
are practically disregarded. This is often the case in 
mining enterprises when the property is capitalized 
far in excess of any existing values and the shares 
are then sold at a small percentage of their face, 
dollar shares perhaps selling at one, two and three 
cents a share. In such cases the value of the enter- 
prise—and its capitalization for dividend purposes— 
may be approximated by a calculation based on the 
amount of capitalization and the selling price of stock. 

For instance, if a mine is capitalized at $1,000,000 
and the stock is offered for sale at three cents for each 
dollar share, the amount received if all the stock were 
to be sold would be $30,000, which, it is fair to pre- 
sume, represents the value really put upon the mine 
by the owners at the time of this offering. In other 
words, the mine has been deliberately capitalized at 
an amount exceeding its present value by $970,000 
for the express purpose of offering stock at a figure 
that is attractive to investors. As the matter is well 
understood by all parties and the general equities are 
preserved by the small price at which the stock is 
offered, the practice can hardly be reprehended. It 
is supposed to be a capitalization of possible values and 
is considered more fully in the present volume under 
that head. 

From the standpoint of value as a basis of capitali- 
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- zation, enterprises may be roughly divided into four 
classes, as follows: 

(1) Those in which the capitalization is not based 
on value and its amount is therefore a matter 
of but little importance or of absolute indiffer- 
ence. 

(2) Those in which the capitalization is based upon 
the present value of the enterprise. 

(3) Those in which the capitalization is based upon 
future values either probable or possible. 

(4) Those in which the value of the enterprise can 
only be determined by development and in 
which the amount of capitalization is therefore 
fixed by more or less intelligent estimates and 
guesses. 

This classification can only be a rough grouping 
and many enterprises will be found that cannot be 
satisfactorily assigned to any one of the given head- 
ings, occupying either some intermediate position or 
partaking of the nature of two or more of them. The 
classification is, however, sufficient for the present 


purpose. 


CHAPTER XVIII. 


CAPITALIZATION NOT BASED ON VALUE. 


Value is the obvious basis of capitalization. There 
are cases, however, where other considerations prevail, 
the value of the enterprise having but little if any 
weight in the selected capitalization. Varying causes 
bring about these departures from the usual basis. 

One frequent cause is the inchoate condition of the 
enterprise itself in which any accurate determination 
of value is impossible. An invention in its first stages, 
as discussed in a preceding chapter (Chapter XVI) 
is a common example of such an enterprise. Here 
the value of the enterprise is an unknown and, at that 
time, absolutely unknowable quantity. The device 
may be a failure and have no value at all. On the 
other hand, it may be largely successful and be worth 
hundreds of thousands of dollars. Manifestly the 
uncertainties are too great to permit of any just valu- 
ation. 

Under such circumstances, if others are to be in- 
terested in the undertaking and it is to be incorporated, 
as is frequently the case, the capitalization must of 
necessity be fixed entirely irrespective of the values 
involved. Capitalization then merely serves to ap- 
portion the respective holdings of the interested par- 
ties and its amount is, in most cases, a matter of but 
little importance. 
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Such capitalizations are merely temporary and are 
usually placed at some comparatively small figure to 
avoid the incorporating expenses and the fees and 
taxation involved in larger capitalizations. Their pur- 
pose is to carry the enterprise over from its condition 
of absolute indetermination to a point where some 
value has been demonstrated or can be ascertained. 
Then the enterprise may be, and usually is recapital- 
ized on the basis of value. 

Somewhat allied to capitalizations of this nature 
are the temporary organizations quite common when 
large undertakings are to be incorporated. Such an 
organization is a small preliminary corporation formed 
for the purpose of securing the corporate name and 
of holding and perhaps shaping up the enterprise until 
the time comes when this enterprise may be taken 
over in its entirety by the larger corporation. It is 
a temporary “holding” company to which the options, 
contracts and properties then in hand are assigned 
and through which the affairs of the enterprise are 
conducted until the proper point has been reached for 
the formation of the permanent corporation. Then 
the purpose of this preliminary organization having 
been accomplished, it is merged in the larger corpora- 
tion, or otherwise is dissolved and abandoned. 

For instance, in the formation of the United States 
Steel Corporation, the company was first organized 
with a capitalization of $3,000. This very modest cap- 
italization endured for a period of less than six weeks, 
when the affairs of the “aggregation” having reached 
the proper point, the capitalization was raised at a 
single bound to the largest bona fide industrial capi- 
talization in the world, viz., $1,100,000,000. 
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In cases of this kind the capitalization of the pre- 
liminary organization is again a matter of small im- 
portance. The whole arrangement is temporary and 
the capitalization is usually fixed at any convenient, 
but usually small amount. 

Close corporations form another class in which capi- 
talizations not based on value are frequent. Here 
there are but few people interested. All of these 
usually participate actively in the business, stock is 
not to be sold and there is no object in paying the 
fees, taxes and other heavy expenses incident to a 
large corporation. Therefore such corporations are 
capitalized at some nominal figure, the amount selected 
bearing no relation of any kind to the real value of 
the enterprise. The amount of capitalization in these 
cases is commonly a matter of indifference except in 
so far as the incorporating expenses and subsequent 
taxation are concerned, which, as stated, usually tend 
to fix this amount at a low figure. 

An excellent example of this kind of corporation is 
afforded by a recently incorporated business handling 
a widely known household preparation. For over 
thirty years this business was conducted as a partner- 
ship, the firm being composed of three equal partners 
and the annual net earnings averaging nearly $12,000, 
while the assets were about $6,000 exclusive of trade- 
marks and good-will, in which lay the great value of 
the business. 

On account of some changes in the mutual relations 
of the partners—one of them retiring from active 
management—and to secure the permanence of the 
business, incorporation was deemed advisable. The 
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proper capitalization of the new company then came 
up for consideration and it was soon seen that as 
between the partners this amount was absolutely im- 
material. None of them expected or desired to sell 
stock, and no matter at what figure the capitalization 
was fixed, each would have his one-third of the total 
amount and thereafter receive his one-third of the 
profits as dividends. Obviously these dividends would 
be the same in amount—though not in percentage— 
whether the capitalization was $1,000 or $100,000. 
Under these circumstances its actual amount was fixed 
arbitrarily, values being absolutely disregarded. 

For some reason not divulged, the parties in interest 
decided that the capitalization should either be $6,000 
or $60,000 and left the selection to their attorney, 
who promptly settled upon the smaller amount, and 
the company was thereupon formed with a capitaliza- 
tion of $6,000, each party to the incorporation taking 
$2,000 face value of the new stock. 

The attorney’s decision in favor of the smaller capi- 
talization was based upon a general feeling of con- 
servatism, and, more directly, upon a desire to avoid 
the heavier taxation that would have been incurred 
by the $60,000 capitalization. The only objection 
that could be urged against the small capitalization 
lay in the fact that the dividends paid thereon—and 
necessarily shown by the details of the franchise tax 
report required of New York corporations—would be 
so excessive, amounting to 200 per cent. per annum, 
as to provoke comment and possibly arouse dangerous 
and unnecessary competition. At the suggestion of 
the attorney in charge, this difficulty was overcome by 
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the distribution of the major part of the profits as 
salaries. These salaries were undoubtedly excessive, 
but as each of the former partners received an equal 
amount, no one was injured and no one complained. 
It made no difference to them whether they received 
their profits in the form of salaries or dividends. Un- 
der the plan adopted the apparent profits or dividends 
were reduced to a reasonable figure, the corporation 
was organized and the business has since been con- 
ducted under the rather absurdly low capitalization 
of $6,000. 

The importance of keeping dividends down to a 
reasonable figure is occasionally great and brings about 
another condition under which capitalizations, irre- 
spective of value, are sometimes resorted to. 

In most corporations excessive profits are greatly 
desired, but excessive dividends are not. In some 
corporations it is almost a business necessity that they 
be avoided. This is the case where competition would 
be attracted, or where enmity, antagonism and per- 
haps undesirable legislation might be incited by un- 
usually large dividends. In such cases the real values 
are again abandoned and the capitalization fixed on a 
dividend-concealing basis. 

Where but a few people are interested it is obvious 
this is not necessary, as the salary plan can always 
be utilized to keep dividends down to a reasonable 
figure. When, however, a number of persons are in- 
volved, the salary plan is not practicable, and recourse 
must then be had to “fictitious” capitalization. Here 
it is apparent the capitalization must be placed in ex- 
cess of the real values. For instance, if a business is 
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capitalized at $50,000 and is paying thirty or forty 
per cent. in dividends on this amount, the dividends 
could be materially reduced only by a liberal stock- 
watering. Probably the capitalization would be dou- 
bled, reducing the dividends to fifteen or twenty per 
cent. These dividends would still be liberal, but would 
not be excessive for most commercial undertakings 
and would not be apt to attract attention or compe- 
tition. If they were still too large to be safely pub- 
lished, the capitalization might be increased to $200,- 
ooo, reducing the dividend to the very reasonable 
figure of seven and one-half to ten per cent. The 
higher fees and taxes involved in an increased capital- 
ization of this kind are looked upon as a justifiable 
and even necessary expense required by the conditions. 

In cases of this kind it is to be noted that the 
increased capitalization is also frequently justified on - 
the basis of profit probabilities, and the general subject 
is therefore discussed under that heading. 

Capitalizations independent of values also occur 
occasionally as a pure matter of expediency, as, for 
instance, in the recent incorporation of a prosperous 
little publishing business. Here the value of the busi- 
ness was first taken as the basis for its capitalization, 
which was fixed at the sum of $12,500. Before ap- 
plying for a charter, however, it was found that the 
trade standing to which the company was really en- 
titled, or to which its owners thought it was entitled, 
would not be secured under the capitalization pro- 
posed. Thereupon the value of the business as a 
basis of capitalization was promptly abandoned and 
the amount of capital stock was arbitrarily and purely 
as a matter of business policy raised to $25,000. 
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In this case it may be said that the difference be- 
tween value and capitalization was more apparent than 
real, since as a matter of fact but one-half of the 
nominal capitalization was issued, the remaining stock 
being held unissued to be sold for additional capital 
later or to be issued as a stock dividend if at any future 
time the increased value of the business should war- 
rant such a step. The nominal capitalization was, 
however, twice the real value of the business. 


& 


CHAPTER XIX. 


CAPITALIZATION BASED ON PRESENT 
VALUES. 


New Enterprises. 


The proper capitalization of a new enterprise well 
within the ordinary lines of business is a simple mat- 
ter. For instance, a young merchant, having acquired 
in subordinate positions a thorough knowledge of 
some particular business, may decide that the time has 
come for independent effort and the organization of 
a company with himself and his associates at its head. 
Good-will does not exist, no unknown terms are in- 
volved, and the capitalization of the new concern is 
of easy determination. The cash or other property 
put into the new business represents the entire value 
of the enterprise and would probably be the measure 
of its capitalization. 

Or, if the young merchant excels his associates in 
experience or general ability, his superior qualifications 
and greater value to the business may perhaps be 
recognized by an allotment of stock in addition to 
that representing the actual cash or property invested 
by him. The capitalization will then be necessarily 
increased by the amount of this stock allotment. 

In any such case the experienced party might be 
paid a larger salary in recognition of his value to the 
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business instead of an allotment of stock, but even 
then such salary, in part at least, might very properly 
be paid in stock, thereby relieving the strain upon the 
immediate cash resources of the young concern. Stock 
for such a purpose is usually issued to the recipients 
in the form of stock salaries—so much stock each 
month until a certain stipulated total is reached—the 
stock when issued becoming full paid by reason of 
the services given in return. 

A somewhat similar arrangement is not uncommon 
when the services of some desirable party, such as a 
successful salesman, an expert engineer, or a capable 
superintendent or general manager, are to be secured 
and inducements beyond the ordinary salary must be 
offered. In such a case the stock consideration may 
be given in the form of a stock salary, or it is some- 
times set aside under contract to be paid for by the 
party for whom it is reserved in a term of years or 
on easy instalments, or it may perhaps be given en 
bloc without restrictions at the time the party enters 
the employ of the company. Sometimes in the case 
of a manager, a stock bonus of this kind will be made 
conditional on a certain specified measure of prosperity 
being reached by the company within a certain time. 
It is then a strong inducement to effort on the part of 
the prospective recipient. 

In any of these cases the amount of the stock bonus 
or donation is comparatively small, usually not enough 
to affect the capitalization materially one way or the 
other. Such stock payment is, however, legitimate 
without regard to its exact amount and is properly 
included in a capitalization on the basis of values. 
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It represents real value because the business, under 
the expert management secured, is worth more than 
would otherwise be the case. 

When a corporation is formed to actually purchase 
a going concern, the capitalization is also, as a rule, 
easy of adjustment, being either fixed at the real values 
involved or based directly upon these. In this case, 
as far as the new corporation is concerned, the some- 
what uncertain element of good-will does not enter. 
Good-will exists as to the business, it is true, but the 
price put upon the business includes this good-will, 
and the interested parties in considering capitalization 
do not go behind the agreed price. Usually the pur- 
chasing corporation will be capitalized at the cost of 
the business plus any operating capital and reserve 
deemed advisable. 

In taking the business over, the interested parties 
might either first themselves purchase the business 
and then turn it in to the corporation in exchange 
for stock, or they might first organize the corporation, 
pay for its stock in cash and then take the funds so 
secured and purchase the business in the name of the 
corporation. The results are practically the same in 
either case. Or if the original owners are to be in- 
terested in the new corporation and agree to take part 
or all of the purchase price of the business in stock, 
the corporation will naturally be organized at once 
and the stock be issued direct to them in payment for 
the business. 

Sometimes it happens that one or more of the parties 
interested, or perhaps an outside promoter, will se- 
cure an option on a business at one price and then 
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turn it in to the purchasing corporation at an increased 
price. Such an advance in price represents a direct 
profit to the promoter or other interested parties. 

In any such case, the supposition is that the pro- 
moter has secured his option on the business at less 
than its real worth to the corporation and is therefore 
entitled to a profit on the transaction. That is, if the 
business were held under option by the promoter at 
$45,000, it may be priced to the corporation at $50,- 
000 or more. If the proposition is accepted, the posi- 
tion taken by the accepting parties is that the price 
is not in excess of the real value of the business to 
the corporation and is therefore justified. The ad- 
ditional capital stock made necessary by this advanced 
price is then looked upon as a legitimate issue on the 
basis of actual value. 

If the business purchased or held at $45,000 is to 
be turned in to the corporation at $50,000, the capi- 
talization of the company will probably be fixed at this 
latter amount plus such stock as is needed to secure 
working capital. The necessary amount of this work- 
ing capital is easily determined if the parties are ex- 
perienced in the particular line of business. Frequent- 
ly the only question is whether the amount of cash 
that can be secured for this purpose is sufficient. In 
the present case, $25,000 in stock might be added 
for working capital requirements, making the total 
capitalization of the company $75,000. 

If the business were really worth the $50,000 at 
which it was turned in, this value being justified by 
its present condition and past profits, and if the busi- 
ness standing and reputation of the parties who are 
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to manage the corporation is good, this stock pro- 
vided for working capital should bring its par value. 

If, however, the price of the business is high or the 
reputation of the parties in control is not of the best, 
this stock would probably be difficult to sell at any 
price, and unless taken by the interested parties them- 
selves, would, if sold at all, sell much below its face 
value. . 

If it is anticipated that additional capital will be 
needed later, the capitalization will probably be in- 
creased still further at this time, the excess stock being 
reserved for issue when needed. The capital stock 
would then be $75,000 plus the amount of this excess 
stock. Or the company might be capitalized at the 
exact amount needed at the time, and when the neces- 
sity for more money arose, this first capitalization be 
increased by the requisite amount of stock. 

The first plan is usually preferred. It involves, 
however, heavier incorporating fees in the first in- 
stance and in many states additional taxation there- 
after. There is also some little danger in carrying 
a stock reserve of the kind. It may be a temptation 
to extravagance on the part of the management, or 
it has occasionally occurred that those in control have 
sold such reserved stock at a figure below its value, 
making a private profit for themselves by such sale. 

Usually, however, such dangers are negligible; the 
larger incorporating fees have to be paid sooner or 
later, whether the stock reserve be included in the 
first capitalization or be added when needed; the ad- 
ditional taxation is light, and, as a rule, any such 
reserve—if its necessity is reasonably apparent and 
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not too remote—is included in the first capitalization. 
If not, and the capitalization must be increased later, 
considerable expense—mainly for legal fees—and 
trouble are involved, particularly on account of the 
necessity of securing the assent of all or a large por- 
tion of the stockholders, which is required in most 
states and which is sometimes very difficult to obtain. 

Sometimes the capitalization of a new enterprise 
otherwise simple is complicated by the necessity for 
payments to promoters. For instance, a marble quarry 
valued at $50,000 as it stands is owned by parties who 
wish to operate the quarry, but lack the necessary cash 
capital, which they estimate at $25,000. They are 
unable to raise this amount themselves and secure 
the services of some outside party or promoter to 
raise it for them. 

In capitalizing under these circumstances, the 
amount of stock to be offered for the money is usually 
the first consideration. This would vary with the 
desirability of the investment. If the prospect of 
profits were sufficiently good, stock might be sold at 
par. Ordinarily it would have to be sold at less, 
probably much less, say, for instance, two for one, 
$200 par value of stock being given for each $100 
of cash. This then would fix the capital stock to be 
given for the money at $50,000, which, added to the 
value of the quarry, would bring the necessary capi- 
talization up to $100,000. Then the compensation of 
the promoter must be considered. His demands would 
vary according to circumstances, probably ranging— 
if paid in stock—between $5,000 and $25,000. If 
‘$10,000 of stock were fixed as the promoter’s honora- 
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rium, the capitalization would be brought up to $110,- 
000. To this would probably be added a reserve for 
contingencies, of say $15,000, making the total capi- 
talization of the company $125,000. 

If such a capitalization could be fixed in this way 
and stay “fixed,” the matter would be simple. In 
practice, however, it will be found that the parties 
investing their money object to the allotment of stock 
to the promoter. They are probably willing to be 
discovered by the promoter, but do not care to pay 
for this discovery so handsomely, and therefore take 
exception to the promoter’s stock, which, representing 
no material value, merely “waters” the capitalization 
and thereby directly diminishes the value of their in- 
terest. To remove this objectionable feature, the 
promoter’s quota of stock is usually concealed in that 
retained by the owners of the quarry. In other words, 
the owners apparently retain $60,000 of stock for 
themselves—this really including the promoter’s fee 
—offer $50,000 of stock for $25,000 in cash and re- 
serve $15,000 of stock for future emergencies. 

Such an offering is “ragged” and not well balanced, 
and it is also to be noted that under the general ar- 
- rangement—if carried out—the owners will have but 
$50,000 of stock out of $110,000 actually issued, 
which would place them in a position of minority 
stockholders. It is also to be noted that the men 
with money would look upon any odd amount of re- 
serve stock, such as $15,000, as “fair game” and would 
probably demand that it be added to their stock as a 
condition precedent to investment. 

To obviate these difficulties and to smooth out the 
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general offering, the capitalization would probably be 
increased to $150,000, of which $75,000 would be 
retained by the owners, $50,000 be offered for the 
money required and $25,000 remain as a reserve, the 
owners providing for the promoter out of their stock. 
The investors would probably object to the somewhat 
scant provision for their interests and demand a larger 
quota of stock, but might perhaps be “pacified” by 
means of stock preferences or other concessions which 
would not disturb the general adjustment. Usually, 
however, they would insist upon a full half interest 
for their money. 

If the capitalization of $150,000 is adopted and the 
arrangement carried through, the issued capitalization 
of $125,000 represents an actual property value of but 
$75,000. The bonus of $25,000 given for the money 
may be regarded as based on value, because of the 
immediately increased value of the enterprise when 
this money is secured, as may also the payment to the 
promoter, which represents the accomplished connec- 
tion between the property and the capital required for 
its operation. 

Such payments to the promoters are usual and 
necessary and if not carried to excess are legitimate. 
They can only be looked upon as a part of the con- 
sideration for the money secured—that is, in the pres- 
ent instance the $25,000 of cash actually secured cost 
the enterprise $60,000 of its stock. The only justifi- 
cation on the basis of value for this capitalization 
is the fact—if it be a fact—that the financed enterprise 
is worth the whole amount at which it is capitalized. 
This proposition could be proved or disproved only 
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by the subsequent history of the undertaking. It is 
really a capitalization on the basis of prospective 
profits. 
Usually the most difficult and most important point 
in the financing and capitalization of a new enterprise 
if out of the established lines of business, is the 
provision to be made for money—that is, the amount 
or proportion of the capital stock that must be offered 
to secure the needed money. This is always a matter 
of difficulty and will vary with the conditions. | 
For instance, an inventor has devised an attach- 
ment to the ordinary photographic camera by means 
of which the convenience of the instrument is much 
increased. His invention is worked out in detail, is 
fully patented, has been tested in actual use and bet- 
ter still, cameras of the new design have been actually 
made and sold and are now in use, showing that the 
idea is good and that it has a field for exploitation. 
In this case it is possible for the inventor to manu- 
facture and sell his improved camera with his present 
equipment. This, however, is so crude and inade- 
quate, and the inventor’s means are so limited, and 
his output is therefore so small and at such an exces- 
sive cost, that the profits of the business so conducted 
would not do more than support him. Under such 
conditions the enterprise could not build up from its 
own profits, and additional capital must be secured 
if the business is to be worked up to its possibilities. 
Five thousand dollars will equip a modest little fac- 
tory and start the business on such a scale that its 
successful operation is, under good management, rea- 
sonably certain. The inventor, therefore, has decided 
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to organize a corporation and dispose of sufficient 
stock to secure this needed $5,000, and the question 
of capitalization is now under consideration. 

In this case and in most similar cases there is no 
object in capitalizing beyond the amount actually 
necessary to represent the inventor’s interests and to 
enable an attractive offer to be made for capital. The 
business can build up on its own profits. The present 
necessities are all then that need be considered and 
the problem narrows down to the amount of stock 
that must be offered for the required $5,000, and in 
connection therewith the amount of stock that the 
inventor may reasonably expect to keep for himself. 
These two amounts will form the total capitalization 
of the corporation. 

Few as are these points, it is obvious that the prob- 
lem is a somewhat difficult one. The enterprise is 
not one which offers any promise of great wealth to 
the interested parties. It has merit but only sufficient 
merit to build up and sustain a good business under 
a moderate capitalization, modest expectations and 
good management. The financed undertaking might 
very fairly be valued at $15,000. Putting the business 
itself at $10,000, the company would theoretically 
be capitalized at $15,000, of which amount $10,000 
should go to the inventor and $5,000 to the capitalist. 
This would be a fair and moderate capitalization on 
which excellent dividends could undoubtedly be paid, 
and considering the effective condition of the inven- 
tion and the enterprise, would not be unreasonable. 

In practice, however, the inventor would have to 
be a hypnotist of the first order to get his money on 
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any such “bed-rock”’ basis, and as he does not possess 
abilities of this kind, a more liberal offer will undoubt- 
edly be necessary. 

Probably the inventor will compromise on a capi- 
talization of $15,000, one-half going to the man with 
money and the other half to the inventor. Under this 
proposition, if the inventor can find the right man, 
he will probably get the money. If not, he may have 
to offer more attractive inducements and will then 
capitalize at $20,000 or $25,000, one-half going to the 
man with money and the other half to the inventor 
as before. The increased inducement to the man with 
money is obviously more apparent than real, but the 
larger offering would undoubtedly be more apt to 
secure the money. 

In this case, if the inventor finds it necessary to 
secure the assistance of a promoter in obtaining his 
money, the capitalization is likely to be larger, and 
the man with money will then take half and the in- 
ventor take what the promoter leaves him. If the 
promoter were conservative, the enterprise would pro- 
' bably be capitalized at from $20,000 to $25,000, of 
which the man putting in the money would get one- 
half, the inventor about one-third and the promoter 
the remainder. If the promoter were not conservative, 
the enterprise would probably be capitalized at from 
$50,000 to $100,000, with a generous reserve in the 
treasury to give an air of conservatism and a liberal 
distribution of the remaining stock to interested par- 
ties, and particularly to the promoter. 

In a matter of this kind $20,000 or even $25,000 
could hardly be deemed an excessive capitalization. 
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The company will probably pay dividends on that 
amount, and even if it should not do so, the conse- 
quences would not be very serious, particularly if the 
enterprise were kept in the hands of the original par- 
ties. Even if others were asked to participate, the 
enterprise is so small, so open and so within the 
standards of ordinary business judgment that, bar- 
ring misrepresentation, the parties purchasing stock 
could hardly have ground for complaint of the capi- 
talization. 

No definite rule can be laid down as to the offer 
that must be made to secure money. It will not only 
vary with the enterprise but will vary in the same en- 
terprise according to the method adopted for securing 
money. 

For instance, a new and reasonably attractive in- 
vention valued in a financed condition at $200,000, 
may require $25,000 for operating funds. If the 
owners cannot provide these funds, stock must be 
given to the capitalist to such amount as will secure 
this money, the balance of the stock remaining as the 
property of the owners. In such a case the capitaliza- 
tion might very well be placed at the value of the 
financed enterprise—$200,000. 

If the larger investors are appealed to, it would, 
unless the enterprise were unusually attractive, be 
necessary to give $100,000 in stock or even more for 
the required $25,000. If, however, the investment is 
apportioned among a number of smaller investors, 
each one putting in a few hundred or a few thousand 
dollars, it is probable that from $50,000 to $75,000 
face value of the stock or even less would be quite 
sufficient to get the money. 
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Under the second plan the stock given for the money 
would be at least $25,000 less than under the first. 
Against this, however, must be set the additional trou- 
ble of reaching smaller investors. In either case, if 
the services of promoters were necessary, the cost of 
getting the money would be increased still further by 
the amount given these promoters, the value of the 
owner’s interest being diminished as the amount of 
stock given for the money increases. 

As the nature of the enterprise departs more widely 
from the conventional and established, the difficulties 
of capitalization increase on account of the difficulty 
of determining values. 

The value of a new typewriter, for example, can 
be estimated by experts; the worth of a new engine 
would not be hard to determine, nor would the valu- 
ation of an improved steam gage be difficult. Stand- 
ards of comparison exist for all these and their ap- 
- proximate value and the capitalization based upon it 
are easily ascertained. 

So also in an enterprise of a definite character, such 
as a coal company formed to develop and operate 
certain properties. The cost of the properties is 
known, the expense of opening them and equipping 
the mines can be quickly and accurately determined 
by mining engineers, the necessary operating capital 
is even more easily estimated and the proper capitali- 
zation on a strictly investment basis would be the sum 
of all these, with perhaps a reasonable emergency 
margin added. 

If, for example, the property to be acquired by the 
new company were priced at $75,000, the expense of 
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equipment and development to a self-sustaining basis 
be estimated at $40,000, and the working capital fixed 
at $15,000, the aggregate of these three, or $130,000, 
would, generally speaking, be the proper capitalization 
of the enterprise. If any subsequent enlargements or 
improvements or additional equipment were contem- 
plated, too expensive to be provided for out of current 
profits, the capital stock might be increased to provide 
for these additional funds, say to $150,000, or even 
to $200,000, the excess stock being held unissued until 
needed. 

Such a capitalization is on a: strictly investment 
basis and the stock should be sold at par and for cash. 
If the mine were successful, the enterprise would pay 
handsome dividends. Usually such an_ enterprise 
would be capitalized on the basis of these probable 
profits as discussed in Chapter XXI of the present 
volume. 

The capitalization of an awarded contract is another 
example of a comparatively easily determined capitai- 
ization. Here, let us assume, a contractor, after secur- 
ing a harbor dredging contract, wants money to carry 
out his undertaking. Let us suppose he is an experi- 
enced contractor, and has undertaken the work at the 
rate of twenty-two cents a cubic yard. Having no 
plant of his own, there are two courses open to him 
—to equip and operate his own plant or to sublet the 
contract, probably to two or three different parties. 
He finds he can sublet at an average price of eighteen 
cents per yard. He can remove the material himself 
at a less price if he equips his own plant. He would, 
therefore, be governed by the particular conditions as 


CAPITALIZATION——PRESENT VALUES. 205 


to whether to operate it himself, or sublet and merely 
supervise the work of his sub-contractors. If it is 
decided to sublet, the amount of capital needed for 
supervision purposes would be so small that ordinarily 
he would provide it from his own private resources, 
or obtain it on favorable terms by loan or through 
some special proposition to his friends, and a capital- 
ization would not be necessary. 

If, however, he decided to undertake the work him- 
self, a very considerable capital would be required, 
ranging anywhere from $50,000 to $250,000 or more, 
according to the extent of the undertaking. A con- 
tractor of experience would very easily estimate quite 
accurately the amount necessary for plant and equip- 
ment, also for operating and emergency funds—say 
$200,000 for all. To this in fixing the capitalization 
of his company he might add a fair amount of stock 
as his own profit on the transaction, the amount vary- 
ing with the conditions. If the contract were a good 
one, $50,000 face value of the stock of the company 
in addition to a salary would not be an exorbitant 
profit for the contractor if his personal services were 
to be devoted to the work. This would fix his capi- 
talization at $250,000, provided he can dispose of the 
$200,000 of stock at par. 

If he does this, his own stock apparently represents 
a net profit of $50,000 at the first “clatter out of the 
box.” Really it does nothing of the kind. All his 
stock represents is a twenty per cent. interest in the 
undertaking. It is true that the company has, if 
financed on the terms suggested, $200,000 cash, and 
his stock has therefore an actual immediate value of 
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twenty per cent. of this, or $40,000, but, outside of 
actual fraud or bad faith, he cannot realize on this 
value except by making the enterprise a success, and 
the value of his holding will depend entirely upon 
the manner in which he works the enterprise out. 

If he makes a failure of it, his stock will at the best 
only represent an interest in a depreciated plant and a 
discredited company. If he makes a success, it will 
bring him substantial profits on the particular contract 
and leave him a twenty per cent. interest in a first- 
class operating company of recognized position and 
standing. 

In order to prevent any profits in a case of this kind 
to the contractor or promoter, unless he is successful, 
the stock for which cash has been paid is frequently 
issued as preferred stock with a fixed and also a par- 
ticipating dividend and a prior interest in the company 
property. Then unless successful the contractor de- 
rives neither profit, property nor professional reputa- 
tion from the undertaking and his stock is utterly 
valueless. This arrangement is, under most circum- 
stances, very fair to all parties and, if the contractor 
is acting in good faith, should not be objected to by 
him. 

A contract of the kind cited might very properly 
be capitalized at a much higher figure on the basis 
of probable profits. The illustration is discussed fur- 
ther in Chapter XXI, “Capitalization Based on Profit 
Probabilities.” 


CHAPTER XxX. 


CAPITALIZATION BASED ON PRESENT 
VALUES. 


Going Concerns. Good-will. 


When a going concern is incorporated, its capitali- 
zation presents a problem not found in a new enter- 
prise, viz., good-will. This good-will is the profit- 
producing power of an established business beyond 
mere interest and replacement returns on the material 
value of the capital and property invested. It is a 
belonging of the business, but an intangible belonging 
sometimes so insecurely held that it does not even 
follow the business in case of removal, or perhaps 
vanishes and is lost without a removal. This good- 
will possesses a value fluctuating according to its. vol- 
ume, its stability and the firmness with which it is 
linked to the particular business. It usually represents 
an investment already made, of time, money, attention 
or general business ability, or it may come without 
effort from purely, fortuitous circumstances. In any 
case, provided only that it can be held, it is an asset 
of value to be included in any capitalization of a busi- 
ness just as are the goods, the real estate or any other 
belongings. 

It is obvious, however, that when the good-will is 
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of such a nature that it will not stay with or follow 
the business, it is valueless to a purchaser of that busi- 
ness. From this negative value good-will runs up 
-the scale until in some lines of business we find it is 
the most valuable asset and sometimes the sole asset 
of material value. 

A good-will not linked to the business in which it 
is enjoyed and either not following it at all or only 
to a limited degree is usually a good-will personal 
to some individual connected with that business. In 
such a case its existence is due to or depends upon the 
popularity, acquaintance, connections or other condi- 
tions peculiar to the party around whom it revolves. 
Trade is perhaps brought to the establishment by 
friends of this party who will go far out of their 
way to patronize his concern, or perhaps he has influ- 
ential relatives who use their position for his advan- 
tage, or possibly he is such a “jolly good fellow” 
that people drop in just for the purpose of enjoying 
his society. Or it sometimes happens he is such an 
expert in his line of business that people will come 
from far and near because they get better work or 
better goods from him than from others. 

In any such case, should the party who is a “draw- 
ing card” leave, a very limited proportion of the trade 
will probably remain with his successor, but the greater 
portion will follow the individual upon whom it is 
centered, or, if he is no longer accessible, will scatter 
and be lost to the particular establishment. Such a 
good-will is a most valuable asset to the party to whom 
it belongs, but is of little or no permanent value to 
the establishment with which he is connected unless 
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this individual is directly interested in its business or 
can be firmly held. If this is not the case the good- 
will is not an asset that can properly be considered 
in the capitalization of the concern. 

The good-will of most professional businesses, in 
places where competition exists, is largely of this na- 
ture. Many of the medical and legal practices in 
the City of New York are worth up into the tens and 
even hundreds of thousands of dollars annually. Their 
value, however, rests almost entirely in their good- 
will, and if a practice were sold, this would not bring 
a tithe of the amount a good-will of equal productive 
power would in other lines of business. 

To such an extent is this true in the law that prac- 
tices are seldom, if ever, sold, simply because the goods 
cannot be delivered. The only way in which the mat- 
ter can be approached with success is by the introduc- 
tion of a partner or associate who by slow degrees 
works into the confidence of the old patrons and gains 
a knowledge of their personality and business, which 
will, if the new man be of the proper calibre and 
general qualifications, eventually lead to the inclusion 
of himself within the precincts of the existing good- 
will. 

In medical matters, good-will can be transferred 
with more success—though the transfer is difficult and 
wasteful—and as a consequence the sale of practices 
is much more common in medicine than in the law. 
Even here the best way to approach the practice is by 
a gradual system of transfer through the medium of a 
partnership. Nevertheless, if a competent stranger 
buys the business outright he has the first chance at 
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the practice, and if he be well qualified and skillful, 
will probably hold the greater portion. 

In this country the sale of medical practices is not 
so common as to have established any general rule for 
the estimation of their value. In England, where the 
good-will of a professional practice is a much less 
fragile article on account of the more firmly established 
conditions and the greater reluctance of the people to 
change, the value of a medical practice generally 
ranges from one to two years’ annual receipts; that 
is, if the practice brings in $5,000 a year, its selling 
price would be fixed at from $5,000 to $10,000, ac- 
cording to the conditions. The element of personal 
services rendered enters into a transaction of this kind 
in such a way as to obscure the actual value of the 
good-will, but after making allowance for this, it is 
obvious that its valuation is but a fraction of what 
it would be if more firmly held. 

In commercial circles the conditions are usually very 
different. Here, in some cases, good-will constitutes 
the chief asset of a prosperous business and is practi- 
cally the only factor to be reckoned with in its capi- 
talization. To this class belong many of the busi- 
nesses based upon proprietary articles. In these the 
good-will, as carried by the trade-names and the trade- 
marks, is often valued at hundreds of thousands of 
dollars, while the property assets are comparatively 
insignificant, and formule equally as good as those 
by which the articles are prepared could in many cases 
be secured for little or nothing. 

Take, for example, “Pond’s Extract,” to which 
reference has been made in a preceding chapter. Its 
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composition is well known. Practically the same ex- 
tract under other names is manufactured by half a 
dozen different concerns, but people are used to the 
name “Pond’s Extract” and will have none of these 
others. Or take such a well-established article as 
“Sapolio.” It is unquestionably a very excellent prep- 
aration for its purposes. Its proprietors would, how- 
ever, hardly question the possibility of an equally good 
and efficient preparation being compounded by almost 
anyone versed in the art. The formula is a mere inci- 
dent—a very important one, a very necessary one, 
and one at times very difficult to obtain, but still mere- 
ly an incident. The article must have merit if the 
business is to be worked up and sustained, and it must 
be of a suitable nature, but beyond this its composition 
is a matter of much indifference—provided only that 
it is inexpensive. An expensive compound would not 
leave the very liberal margin for advertising and other 
publicity work—amounting in the case of sapolio, it 
is said, to not less than $1,000 a day—that is mainly 
instrumental in the building up of such a good-will. 
Given a formula, though it be satisfactory in every 
way, and the first step has hardly been taken. Years 
of arduous effort, ingenious advertising and heavy 
expense are requisite before a good-will such as that 
now enjoyed by sapolio can even be approximated. 
Nor is this expense due to the cost of stock, prepara- 
tion, etc. All this is a mere item. The real expendi- 
tures are found in the advertising, the general pushing 
and the consumption of very capable brain matter, 
which, if properly and perseveringly continued, finally 
lead up to the monumental good-will of the successful 
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proprietary businesses. Indeed, it may be said that 
with a fairly good article of general use, capable of 
being produced cheaply and sold at a fair price, with 
plenty of money for pushing and with the intelligent 
and continued use of this money, success, and large 
success, is a mere matter of course. The fairly good 
article is not difficult to secure; at times much difficulty 
will be experienced in securing the requisite money 
and the experienced intelligence necessary for its 
proper use. 

The same firm that controls sapolio well illus- 
trated the general principles involved in building up 
the good-will of a proprietary article by their more 
recent exploitation of “hand sapolio.” In its general 
composition the material is but little if anything more 
than the old “sand soap”? which has been in use for 
generations. It is, however, a meritorious article of 
general use and salable, it seems, at retail for ten cents 
a cake—a price affording the handsome margin of 
profit essential in an exploitation of this kind. The 
concern had then a good article. They already pos- 
sessed the other two requisites for success in this line 
—money and business ability—and the manner in 
which they have used the combination to make “hand 
sapolio” a household word, and, it is fair to presume, 
a financial success, is too recent and a matter of too 
much publicity to require discussion. 

Such a good-will is carried entirely by the trade- 
mark and trade-name. The original owners of sapo- 
lio might withdraw or die, but given reasonable busi- 
ness ability in their successors, the business would go 
on utterly regardless of their absence. Or the trade- 
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mark and trade-name might be sold and the good-will 
would promptly follow these symbols to which it is 
linked. In such a case its value, as represented by 
these names, can be estimated with the same accuracy 
as any other property asset and is as justly included 
in capitalization. 

Between these extremes, where good-will is every- 
thing and where it is practically nothing, there is a 
varying scale of changing relations and it is apparent 
that the value of the good-will of any particular busi- 
ness must be estimated and determined by the nature 
and conditions of that business. 

It should always be borne in mind, however, that 
good-will is a peculiar and often unreliable asset. In 
event of the final liquidation of an ordinary commer- 
cial undertaking in which the good-will pertains to 
the business as a whole, while the stock, the fixtures, 
the accounts and the other material assets have an 
intrinsic value bearing at least some approximation 
to the value at which they are carried on the books 
of the concern, the good-will does not, but scatters 
' and is lost. 

On account of this evanescent, intangible and some- 
what uncertain nature of good-will in the ordinary 
business, it must in any conservative capitalization be 
reckoned at a figure much below its apparent or pro- 
ducing value—so much so that the profits will permit 
either an actual sinking fund reservation, or dividends 
so large that the same end is accomplished, in order 
to provide for the redemption of the good-will valua- 
tion within a reasonable limit of time. 

The capitalization of good-will involves no peculiar 
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difficulties. In economic discussions it is sometimes 
contended that good-will should not be included in 
capitalization at all, but that this latter should be 
based on the actual material values of the business 
alone and be fixed at the amount which would be 
sufficient to replace these material values if they were 
destroyed. On this basis the total capitalization of a 
proprietary business bringing in profits of perhaps 
half a million dollars each year might be a mere frac- 
tion of the earnings for a single year. 

In ordinary practice, however, no such academic 
question arises, but as a rule good-will, though not 
tangible, is regarded as an asset of the business just 
as is its stock, its bank accounts, its office equip- 
ment or its realty, and is valued in any capitalization 
of the concern with as little hesitation. The price 
of such a business if sold will, as a matter of course, 
include good-will, and so also will its capitalization 
if it is incorporated. 

The capitalization of good-will is almost always to 
be considered when a business which has been con- 
ducted under the partnership form is converted into a 
corporation with the old partners as the stockholders 
of the new company. Here, if proper books have 
been kept, the capitalization or the basis of the capi- 
talization for the new company has been practically 
fixed in advance. All that is necessary is to balance 
the partnership books, take the present worth of the 
business as shown thereby, add to this present worth a 
fair valuation for the good-will of the old concern, 
and the result is in most cases the proper capitaliza- 
tion. ‘The corporation is then formed, the stock of 
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the new company is divided among the partners in 
proportion to their respective interests in the old busi- 
ness and as far as the capitalization and its distribu- 
tion are concerned, the matter is at an end. 

If the new company is composed of the old partners 
and no new members are to be admitted, the impor- 
tance of including the good-will or of valuing it ac- 
curately is not at.first sight always apparent. If the 
capitalization be based on the actual property values, 
each partner would have his proportionate interest se- 
curing to him his proper status in the new company 
and his proper proportion of its profits, and this would 
seem to be all sufficient. 

This would be true if it were known that the busi- 
ness would remain in the hands of the old partners 
indefinitely and without change. It would then be 
a close corporation, as discussed in a preceding chap- 
ter, in which the capitalization is a matter of small 
moment. The capitalization need not even be based on 
property values, but may be fixed arbitrarily at some 
convenient figure and will then serve merely as a 
means of apportioning interests. 

If, however, there is any probability, either imme- 
diate or remote, of new members being taken in, or 
of stock being sold, the capitalization of the business 
at its real value immediately becomes a matter of 
importance. Even when such changes are not contem- 
plated, there is always the possibility that one of the 
original partners may die or become financially in- 
volved, necessitating the sale or other disposition of 
his stock, when the amount of capitalization again 
becomes a matter of importance. In any case, if stock 
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is to be sold, no matter whether from intent or neces- 
sity, a deficient or under-capitalization will be found 
embarrassing and distinctly disadvantageous. 

A reason for this is not hard to find. If the com- 
pany were over-capitalized the matter could easily be 
explained to the purchaser of stock. Indeed, this is 
just what he is anticipating, and he would very cheer- 
fully agree that the price of the stock should be less 
than its face value. It is, however, usually very diff- 
cult to convince him that the company has been under- 
capitalized, and that he should therefore pay more 
than its face value for the stock. He may be con- 
vinced, perhaps, that such is the case, but as a rule, 
even though the under-capitalization is patent, it will 
be found that the prospective purchaser of stock is 
apt to be insistent on admission on the basis of actual 
capitalization, and not on the basis of larger values 
claimed by the partners to be correct. This being true, 
and the good-will being a valuable property belonging 
to the business, it should be valued and included in the 
capitalization with the same care as is given any other 
asset. 

In a business of long standing the valuation of this 
good-will is not usually a matter of difficulty. The 
books of a hardware business show, we will say, a 
present worth in material values of $45,000. The 
books also show that for the past ten years the average 
annual profits, after making all deductions for fixed 
charges, except interest on the investment, have aver- 
aged $10,000, of which $4,000 has been withdrawn 
by the partners on salary account and the remainder 
either divided amongst the partners as interest or 
profits or left in the business. 
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Under any ordinary circumstances the business 
would be expected to do at least as well and probably 
better in the future. If the salaries in the incorporated 
business were fixed at $4,000 in the aggregate—the 
same sum as before drawn under the partnership— 
the average annual gains would amount to $6,000 
after payment of all expenses and allowances. This 
$6,000 represents the net profits—the producing power 
of both the invested capital and the good-will of the 
business. 

From these net profits, six per cent. on the invest- 
ment amounting to $2,700 might be deducted, leaving 
a balance of $3,300 of profits to be credited to good- 
will. On account of its intangible and somewhat il- 
lusive nature, the valuation of good-will must be de- 
termined on a much more conservative basis than 
would obtain in more material values. In the case 
under discussion it might be considered that good-will 
should produce twenty per cent. annually, and on this 
basis its value would be $16,500. As a matter of 
extra precaution this might be scaled down to $15,000, 
‘which, added to the $45,000 of material values, gives 
a total capitalization for the entire business of $60,000, 
on which it could pay an annual dividend of ten per 
cent. 

In ordinary practice, however, no such separation 
of earnings would usually be made, certainly not in 
a comparatively small business, such as that under 
discussion. Here if ten per cent. was considered a 
sufficient annual dividend for the business to pay, its 
capitalization would be fixed on that basis. As the net 
profits are $6,000, this by a very simple calculation 
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places the proper capitalization of the company at 
$60,000. As the property values of the business are 
$45,000, this amount deducted from the total capitali- 
zation leaves $15,000 to represent the value of the 
good-will. 

In the capitalization of large enterprises the earn- 
ings are usually separated so that the amount to be 
credited to good-will may be used to estimate its value. 
In such cases preferred stock is first issued to the full 
value of the material assets of the undertaking. The 
dividend to be paid on this preferred stock is then 
deducted from the total net earnings, the balance left 
representing the earnings of good-will. These earn- 
ings are used as a basis to determine the value of the 
good-will, and common stock is then issued to the 
amount so determined. 

For instance, if the total estimated net earnings of 
a concern to be capitalized are $3,000,000 per annum 
and the property values involved are $20,000,000, 
preferred stock would be issued to this latter amount. 
If a seven per cent. preferred dividend is to be paid, 
its amount—$1,400,o00o—will be deducted from the 
$3,000,000 of earnings, leaving $1,600,000 of annual 
profits to the credit of good-will. 

This good-will is to be represented by common 
stock, its amount being fixed by the dividend rate de- 
cided upon. If the common stock is to have an eight 
percent. dividend, a simple calculation will show that 
the $1,600,000 of profits will pay eight per cent. upon 
$20,000,000, which is therefore the amount of com- 
mon stock to be issued. The total capitalization of 
the concern will then be the total of the preferred and 
common stocks, or $40,000,000. 
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For instance, in the recent capitalization of the well 
known Chicago mail order house, Sears, Roebuck 
& Company, the material assets turned into the new 
company are stated roundly to have a net value of not 
less than $10,000,000. The net profits for 1905, as 
given by the financial agents of the company, are 
$2,868,061.31. The usual custom of issuing preferred 
stock to represent the tangible assets and common 
stock to represent good-will seems to have been fol- 
lowed. This gave $10,000,000 of preferred stock as 
the first item of the new capitalization, to which is 
assigned a seven per cent. cumulative preferred divi- 
dend, requiring for its payment $700,000 annually. 
This being deducted from the annual net profits, 
$2,168,061.3I1 remains representing the producing 
power of the good-will. Common stock to the value 
of $30,000,000 was then added to the capitalization 
to represent this good-will, which is therefore capital- 
ized on the basis of between seven and eight per cent. 

The total capitalization of the company, which it 
is fair to presume was so determined, is $40,000,000, 
‘of which $10,000,000 is a seven per cent. cumulative 
preferred stock representing the tangible property 
values, and the balance of $30,000,000 is common 
stock representing the good-will or the net earning 
power of the business after payment of the seven per 
cent. interest rate on the material values involved. 

The capitalization of the United States Steel Corpo- 
ration was reached in this same way. Preferred stock 
and bonds were issued to the full value of the material 
assets. Common stock was then issued to represent 
the good-will, the amount of this common stock being 
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such that, according to Wilgus in “A Study of the 
United States Steel Corporation,” it would have re- 
ceived about seven and one-half per cent. dividends 
if the estimated profits had been maintained. 

In the capitalization of most of these large combina- 
tions, stich as the United States Steel Corporation, 
the problem is complicated by capitalization of not 
only the existing good-will, but to a certain extent 
at least of the anticipated good-will. That is, the 
expectation of increased profits is represented in the 
capitalization. This practice is justified mainly on the 
basis of the economies and resulting greater profits 
incident to the combination. If such economies will 
really be effected and the resulting profits are capital- 
ized conservatively, the proceeding is proper. Fre- 
quently, however, as is shown by the existing condi-- 
tions of many of the larger capitalizations, the practice 
is carried far beyond the bounds of conservatism, and 
the result is the reckless over-capitalization which has 
characterized the last decade. 

At times the capitalization of the large combinations 
is carried so far as to partake very largely of the 
nature of a steal. If we are to believe the allegations 
of the receiver of the collapsed asphalt trust which 
occupied the popular attention a few years since, that 
concern was a capitalization of this nature. Here the 
properties combined. were secured by the promoters 
of the enterprise under option or contract and were 
then in many cases turned into the trust at two, three 
and even greater increases over the prices at which 
they were secured by the promoters. The fraud in 
this case was upon the public, to whom the highly 
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watered stock and unsecured bonds of the combination 
were sold under the general statement and understand- 
ing that the enterprise was capitalized on a conserva- 
tive and legitimate basis. The disastrous failure that 
resulted showed that it was not. 

In the ordinary business undertaking, no such 
“skyward” capitalizations obtain as in the large com- 
binations of the country. In most of these larger enter- 
prises there are reasons, not remotely connected with 
the sale of stock, for capitalizing to the utmost 
limit of possible dividend-paying power. These do 
not exist in the ordinary going concern and, as a rule, 
the capitalizations of these latter are much more con- 
servative. There is no fixed rule, but a safe capitali- 
zation would ordinarily demand that the capital stock 
added to represent good-will should produce much 
more than seven and one-half per cent. 


CHAPTER XXI. 


CAPITALIZATION BASED ON PROFIT 
PROBABILITIES. 


Much allied to the capitalization of good-will in 
a going concern is the capitalization of profit proba- 
bilities of a new enterprise. The difference between 
the two lies in the somewhat material fact that good- 
will is the proved earning power of the enterprise as 
shown by its past history, while profit probabilities are 
merely expectation. The one can be capitalized with 
considerable accuracy. The other can only be ap- 
proximated and is apt to be very much overestimated. 

In enterprises of a certain class, and more particu- 
larly in those of a speculative nature, this capitalization 
of profits is well established, fully recognized, and, 
within bounds, a legitimate proceeding. 

For instance, the necessary capitalization of the coal 
property discussed in a preceding chapter is $130,000. 
If, after reservation each year of a sufficient amount 
to provide for maintenance, depreciation and the other 
fixed charges, including a sinking fund against the 
final working out of the property, the estimated profits 
will pay a dividend of fifteen or twenty per cent. on 
the invested capital of $130,000, the capitalization of 
the enterprise might be increased up to even twice the 
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necessary amount, or to a total of $260,000. On this 
the enterprise would, if successful as anticipated, pay 
annual dividends of seven and one-half to ten per cent. 
Such a dividend would give the stock a par value and 
give to the original owners a “good-will” profit inci- 
dental to the successful operations of the mines, of 
one hundred per cent. on their investment. 

If the capitalization were kept at the original figure 
of $130,000, the dividends, if profits were the same, 
would be far above any normal rate of interest. Asa 
consequence, the stock would sell above par and the 
owners thereby secure a good-will profit. To equal 
the good-will profit of the larger capitalization, how- 
ever, this increased price would have to be at least 
200, i. e., $200 for each $100 share, and this price 
would not be reached on the assumed dividends of 
fifteen to twenty per cent. In other words, a good 
stock paying seven and one-half per cent. dividends 
may, under proper conditions, sell at 100 or par, but 
a similar stock paying fifteen per cent. dividends will 
not bring 200, or twice par. Hence, if the original 
“owners contemplated future sales of stock and had 
any real basis for their belief in the earnings of the 
property, the increased capitalization would be good 
and legitimate business. From one point of view the 
stock is watered to the extent of $130,000, but such 
watering under the supposed conditions and with a 
properly safeguarded sinking fund, is legitimate and 
fully justified. If the dividends are paid, it is merely 
a capitalization of values prior to or in anticipation 
of their development. 

This whole matter is very clearly brought out in 
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the following quotation from Conyngton on Corporate 
Organization: “If an enterprise were capitalized at 
such a figure, say $200,000, that it could earn and pay 
a regular annual dividend of six per cent., its stock 
should sell readily at par, or 100. If its capitalization 
were reduced one-half, namely $100,000, so that its 
regular annual dividend became twelve per cent., the 
stock having twice the earning power, and representing 
the same corporate property, should, theoretically, sell 
at twice par, or 200. As a matter of fact it would 
do nothing of the kind, ordinarily bringing from 175 
to 180 according to circumstances, and showing the 
‘cashing’ value of the smaller capitalization to be 
from ten to twelve and one-half per cent. less than 
that of the larger. That is, the smaller capitalization 
would involve a loss on the sale of the entire capital 
stock of from $20,000 to $25,000. As long as this 
is true, enterprises will be capitalized on their earning 
capacity rather than on their actual immediate value.” 

In any such case of advance capitalization, its just- 
ness can only be determined by development. It is 
founded on the judgment of the parties by whom it 
is fixed and the event only can prove or disprove the 
correctness of their judgment. If the enterprise pays 
fair dividends on the capitalization, they are justified. 
If it does not, they are shown to be in error and the 
capitalization is an over-capitalization. 

The probabilities of profit might also be used to 
increase the capitalization of the dredging contract, 
discussed in connection with the coal mine proposition 
just considered, in a preceding chapter. In this enter- 
prise the capitalization on the basis of actual values 
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was fixed at $250,000, of which $200,000 went to the 
men financing the undertaking and $50,000 was re- 
tained by the contractor to represent his interest in 
the undertaking. If the matter were to be kept en- 
tirely in the hands of the original parties, there would 
be no object in capitalizing at any higher figure. If, 
however, there was a probability that stock would be 
sold, or in any event if the undertaking extended over 
a considerable length of time, capitalization on the 
basis of probable profits would be advisable and would 
usually be adopted. The prospects for profits in such 
an undertaking are good and'the capitalization would 
very probably be put at double the proposed amount, 
i. e., $500,000. On this basis there is a clear $250,000 
of capital stock awaiting profits for its justification. 
If the expected profits are made, the capitalization is 
conservative. If they are not made, it is an over- 
capitalization. 

In capitalizing enterprises founded upon inventions, 
the anticipation of earning power is customary. Any 
close estimate of these anticipated profits is, of course, 
impossible and in such cases the earning power of 
the enterprise as a whole is estimated as accurately 
as may be, the results are discounted by a safe margin 
and the capitalization is based on the prospective re- 
turns so determined. This capitalization must be suffi- 
ciently large to provide for all operating, sinking and 
other required funds, any stock reserves that may be 
deemed necessary for future emergencies, and such 
additional stock for the inventor and his associates as 
will fairly represent the value of the invention or of 
their interest therein. All these requirements will have 
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due weight in determining the actual amount of the 
capitalization. 

For instance, a new sewing machine is invented. It 
has important improvements over existing machines, 
and, as conservatively estimated, after due provision 
for all operating and sinking funds, fixed charges, etc., 
will pay a ten per cent. dividend upon $750,000. Some 
$250,000 in cash is needed for the operations of the 
business and perhaps $25,000 in cash is demanded by 
the inventor in addition to a substantial stock interest. 

The capitalization of such an enterprise would pro- 
bably be in the hands of the parties who are directly 
or indirectly to finance it. They might fix the capital 
stock at $750,000. Two-thirds, or perhaps more, 
“say $550,000, will be given for the money, the exact 
amount depending upon the desirability of the inven- 
tion, the ease of the money market, and the persuasive 
ability of the promoters. The inventor would then 
be given his cash and his stock, this latter perhaps 
amounting to $75,000. Any agreed reserve of stock, 
say $50,000, would be left in the treasury, and the 
remaining stock, $75,000, would be retained by the 
promoters if the enterprise is financed through pro- 
moters. 

As this compensation for promoters would be deem- 
ed rather small, they would probably prefer to capital- 
ize at $1,000,000, increase the amount given for the 
money to, say $650,000, increase the amount for the 
inventor, if he could not be persuaded to take less, 
to $100,000, increase the reserve to $100,000 and then 
retain the balance of $150,000 for themselves. The 
average promoter would consider this a very moderate 
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payment for promotion. Usually he would expect 
much more. 

The capitalization of this same enterprise might 
have been determined from a different standpoint. 
The amount of stock necessary to secure the needed 
cash might have been estimated, the amount for the 
inventor settled by agreement, any reserve decided 
upon, and the prospective returns then calculated 
with careful accuracy to determine the amount of ad- 
ditional capital the enterprise would stand—this  ad- 
ditional capital inuring to the promoters as their 
profits. 

If in the case mentioned the inventor had friends 
to whom he could go direct and secure the needed 
money, thereby eliminating the promoter, the capitali- 
zation would probably be attained in much the same 
way, but with a different disposition of the proceeds. 
The capitalization would perhaps be fixed at not more 
than $750,000. Of this amount the men with money 
might take two-thirds, set aside $100,000 to $150,000 
for reserve and turn over the remainder to the in- 
- eventor. 

When we come to the capitalization of enterprises 
founded upon or including franchises among their as- 
sets, the question of profit probabilities arises in a 
different form. Such enterprises are very numerous 
and the proper basis of capitalization is a matter of 
much discussion—the point at issue being whether the 
value of the franchise is properly included in the capi- 
talization or whether this latter should be confined 
strictly to the material property values of the under- 
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The difficulty in this case seems to arise from the 
practice that prevails—or has prevailed—in this coun- 
try of giving these franchises as a free gift; usually 
as a donation for the benefit of the parties to the 
enterprise, or as an inducement to secure the construc- 
tion of some quasi-public work or utility, or as a 
tribute to the influence of money or the power of 
politicians. Sometimes they are stolen with more or 
less directness, but generally they are obtained by 
means not so liable to lead to subsequent disagreeable 
consequences. 

As to the ethics of the question involved, nothing 
need be said—it is beyond the province of this volume. 
As to the practical side, it would seem just as legiti- 
mate to capitalize a valuable franchise as to capitalize 
any other property pertaining to the enterprise. The 
undertaking is to be capitalized as a whole and the 
franchise is an integral, inseparable and usually a most 
valuable and essential part of its possessions. 

For example, the Philadelphia authorities some 
years since granted a franchise—broad in extent and 
liberal in its provisions—to the Union Traction Co. 
for the use of the city streets for trolley purposes. 
Immediately upon its granting—and after a deter- 
mined resistance thereto—John Wanamaker offered 
$2,000,000 for the franchise as it stood. The offer 
- was not accepted. Undoubtedly Wanamaker made his 
offer for political effect and as an object lesson to the 
people to show them how they were being plundered. 
Undoubtedly also the franchise was obtained by gross- 
ly improper means, but the fact remains that it was 
obtained without payment of any kind to the city and 
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that an actual offer of $2,000,000 made for this same 
franchise by a responsible party was refused. 

The fact that the franchise was practically stolen 
cuts no figure from the present point of view. It was 
a most reprehensible proceeding, reflecting alike upon 
the people and the politicians of the Quaker City. It 
probably led up to the more recent very emphatic re- 
fusal of the people to permit somewhat similar iniqui- 
tous franchises to be granted the Philadelphia Gas 
Combine. All this is, however, but an incident en- 
tirely apart from the question of capitalization. The 
franchise had an actual tangible cash value of at least 
$2,000,000. The company owning it, no matter by 
what means it was acquired, was entitled to include 
this value in the corporate capitalization. 

In perhaps the majority of cases franchises are ob- 
tained by proper means—in some cases, by more or 
less adequate payments and under agreements pro- 
tective of the public interests. In other cases the 
public freely donate to the favored individuals these 
franchises for their personal advantage. The owners 
then, having secured their franchise, whether by gift 
or purchase, are by law and custom entitled to regard 
it and capitalize it as they would any other private 
property. 

For instance, a little group of financiers secure with- 
out cost to them a thirty-year franchise, permitting 
them to use the streets of their home town for the 
laying of gas pipes and the distribution and sale of 
gas. By a simple engineering estimate they find that 
their plant, including the laying of pipes and all ex- 
penses up to the point of beginning business, will cost 
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approximately $450,000. For operating capital and 
as a margin of safety they allow $50,000 more, mak- 
ing the necessary capitalization of the company $500,- 
ooo. They find by estimate based on long experience 
elsewhere that after deducting all maintenance, oper- 
ating and incidental expenses they can pay a fifteen 
per cent. annual dividend, amounting to $75,000, on 
this necessary capitalization. Taking all the business 
risks and contingencies into consideration, they are 
perhaps entitled to six per cent. on their investment. 
A sinking fund of say $20,000 per annum is also to 
be provided. After deducting the total of these two, 
$25,000 is left as the annual earning power of their 
franchise. On a six per cent. basis, this would fix 
the value of their franchise at over $400,000. In order 
to be on the safe side and to avoid attracting too much 
attention to dividends, the parties in control would 
probably capitalize at $1,000,000, put in the $500,000 
in cash necessary for their installation and take out 
$2 in stock for each $1 of cash invested. On this stock 
they would receive an annual dividend of five and 
one-half per cent., or its equivalent. 

Or they might, as is the more common practice, 
capitalize at $500,000, this representing approximately 
the value of the franchise, and issue six per cent. bonds 
to a similar amount to cover the material values in- 
volved. These bonds would then be issued for the 
$500,000 of required cash and the stock be divided 
among the parties in control as may have been agreed. 

Or, as the full earning power of the plant would not 
be reached for some years, the owners might capitalize 
at $500,000, issue this for cash, and then as profits in- 
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creased, increase their capitalization correspondingly, 
issuing this additional stock pro rata to their stock- 
holders as a stock dividend until the full capitalization 
of $1,000,000 was reached. 

As between the parties to the investment, the capi- 
talization, on any of these suppositions, is certainly 
fair and proper. They have the earning power to 
justify the capitalization and the fact that a large por- 
tion of this was donated by the people, or was stolen 
from the people, does not affect the propriety of the 
capitalization in the least—from a business standpoint. 
If a man stole a factory and transferred it to a corpo- 
ration in which he was interested, the factory should 
show in the capitalization just the same—provided 
there were no flaws in the corporate title. 

Neither when such stock is sold is there in the ab- 
sence of misrepresentation any wrong to the purchaser. 
He is offered stock at a certain price, based on certain 
property and franchises, and paying a regular and 
known dividend. He must exercise the usual preroga- 
tives of the purchaser in his investigation and if he 
thinks the stock is worth the money, must purchase 
on the strength of his own judgment. 

Of course, all this does not in any way apply to 
the very excessive over-capitalizations of the kind that 
are so common—to the enterprises which are capital- 
ized and perhaps re-capitalized and this capitalization 
increased to a figure far beyond any possible carrying 
powers of the enterprise. Even then the practice is 
mainly objectionable because this highly watered stock 
is unloaded on the public on the either expressed or 
understood representation that the capitalization is 
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reasonable and one on which fair dividends can be 
paid. Such a proceeding is a form of plundering the 
public even more direct than the theft of franchises, 
but the excessive capitalization is merely an accessory 
feature no more harmful in itself than is the dark 
lantern or “jimmy” of the professional burglar. 


CHAPTER XXII. 


CAPITALIZATION BASED ON PROFIT 
POSSIBILITIES. 


The distinction between capitalization of profit pro- 
babilities and profit possibilities is expressed by the 
terms. Profit probabilities are usually capable of ap- 
proximation. Profit possibilities are not. The grounds 
of expectation are too uncertain, too remote, or too 
unknown. Any estimate of profit possibilities is there- 
fore of necessity much in the nature of a guess. 

All the more speculative enterprises, such as many 
mines, new processes, inventions outside the realm 
of experience, and all cases where desperate financial 
risks are balanced against compensating profits gained 
in case of success, belong to this class. The real value 
of these enterprises cannot be ascertained short of 
actual development, and the possibilities furnish the 
only basis for capitalization. 

As the actual values of such enterprises cannot be 
ascertained, their capitalizations are merely the ex- 
pression of the hopes of the promoters, and are there- 
fore naturally large. They cannot, however, be term- 
ed over-capitalizations in the ordinary sense of the 
word. If successful, the enterprise will probably sus- 
tain its capitalization. If not, the amount is a matter 
of small moment. 
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The practice of capitalizing possibilities is hardly 
open to serious objection as long as the basis employed 
is well understood. If, however, promoters or others 
selling the stock of such enterprises misrepresent the 
conditions, directly or indirectly, for the sake of mak- 
ing sales, the general proceeding becomes highly ob- 
jectionable. It is then nothing less than fraud, but 
the fraud lies in the false representations. 

In speculative mining enterprises we find these “ad- 
vance” capitalizations best exemplified. Here the 
possibilities are large and elastic, the imaginative 
powers of the promoters have free sway, and as a 
consequence startling capitalizations are common. 
When such an enterprise is to be offered to the public, 
it is first capitalized up to the limit of reasonable 
possibilities, another good-sized lump of capitalization 
is thrown in and the offering is ready. The price of 
stock is then placed at the highest figure the public 
can be induced to pay—which is usually a few cents on 
the dollar—as much stock is sold as possible, and pur- 
chasers and promoters then await the results of their 
“gamble.” The promoters, having already taken their 
first profits from the sales of stock, are, however, in 
the better waiting position. In the majority of cases 
no other profits are realized. 

A glance at the financial papers will furnish many 
illustrations of these capitalizations. The names for 
obvious reasons are changed, but otherwise the quota- 
tions are accurate. “Lightning Mountain” mines are 
advertised, “Now working in rich ore,” with a capi- 
talization of $1,000,000 all in the treasury. Money 
is needed for operating and development, and this 
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stock is offered for a “limited period” at one cent 
for each $1.00 share. That is, if the whole capitali- 
zation were sold at the offered rate, the company 
would have $10,000 in its treasury. This amount, it 
would therefore seem reasonable to assume, is the 
present cash valuation placed by the owners on the 
property. Without any investigation, it would be very 
safe to say that the “properties” consist of more or 
less undeveloped prospects and that the valuation of 
$10,000 is quite a liberal one. Just how the company 
can be carrying on active operations when the stock 
is “all in the treasury” is not explained. 

In the same issue almost jostling the advertisement 
commented on, appears another mining proposition— 
“Keystone Consolidated,” capitalization ‘$1,500,000. 
This is to operate a developed mine and therefore 
shares—“par value $1.00’—are higher, selling at 
three cents each “for a short time only.” Another 
“ad” but a few columns removed’ again fixes the 
capitalization of the “Lucky Strike’ at $1,500,000, 
selling at two cents for each $1.00 share, and an- 
~ nounces that “one big vein of $90.00 gold ore has been 
reached,” etc. 

Another states the conditions very clearly in its 
advertisement. In this case stock is selling at five 
cents per share. The announcement explains: “The 
capitalization of this company is moderate—only 
1,000,000 shares of the par value of $1.00 each. At 
the rate of five cents a share, this means that it is like 
a capitalization of only $50,000, if all the stock were 
sold. Every $25,000 net profit would mean about 
fifty per cent. on your investment. Every $50,000 
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would mean 100 per cent. Think of that! And what 
is $50,000 net profit in a prolific Nevada camp?” 

A still more interesting proposition is that of a 
prospecting company which owns nothing at all, but 
thinks something can be discovered among the Nevada 
hills and has capitalized this possibility at $1,000,000. 
This is “all full-paid and non-assessable,” though how 
the stock has been made full-paid is not explained— 
perhaps it was issued in payment for the possibilities. 
Half this stock is offered for sale in 1,000-share blocks 
—shares $1.00—at $20 a block, or two cents a share. 

In all ventures of this kind the astonishing induce- 
ments possible with millions of capitalization at com- 
mand are relied upon in the appeal to the public. It 
is generally recognized clearly that such capitalizations 
are artificial and no possible measure of the value of 
the enterprise. Notwithstanding this, the public can 
not escape from the impression that capitalization does 
bear some relation to the real value of the property 
and that a share of stock of the par value of $1.00, 
purchased for two cents, cannot fail to give a large 
profit somewhere, immediate or otherwise, and that 
the transaction, though not quite similar, is allied to 
the purchase of dollar greenbacks at ninety-eight 
cents off. ; 

In justice to the mining proposition, however, it 
must be said that in many cases the properties repre- 
sented may be worth considerably more than would 
be indicated by the selling price of stock. Those in 
control may be and often are willing to offer their 
first stock at a figure very far below its real value— 
or its value after this first money is secured. They 
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do this in order to get the capital needed to start 
things going and make the remainder of the stock, 
as well as that already sold, very much more valuable. 

Probably in the majority of mining enterprises of 
this nature the capitalization bears no possible relation 
—except perhaps that of exaggeration—to the value 
of the properties present or future, and is merely an 
arbitrary amount which the promoters think sufficient- 
ly large for their purposes. It is also to be feared that 
in many cases the possible profits responsible for these 
airy mining capitalizations are to be drawn from the 
pockets of unlucky investors rather than from the 
treasure houses of the earth. 

In other classes of speculative enterprises large capi- 
talizations, though better justified by the possibilities, 
are fixed in the same necessarily loose manner. In 
these enterprises, generally inventions, the value is 
absolutely impossible of determination and the capi- 
talization is therefore fixed at the amount the promo- 
ters deem desirable or think the enterprise can carry. 
Then when the public is appealed to, the price of stock 
is fixed at such a figure as will make sales possible, 
and is thereafter adjusted and readjusted as circum- 
stances dictate. 

Wireless telegraphy affords the best present illus- 
tration of this kind of an enterprise. No commercial 
value of the wireless had been shown when the capi- 
talization of the original Marconi Wireless Telegraph 
Company was fixed at $6,000,000. No demonstration 
of its practical application sufficient to justify any such 
capitalization had been made when a sub-company for 
America was formed with a capital stock of $6,500,- 
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000, or the sub-company for Canada with a capital of 
$5,000,000. It is not yet certain that the wireless 
will be found practical for general operations over the 
water ways of the world, not to mention land service. 
All that has yet been commercially occupied is a 
somewhat limited field of communication between 
vessels at sea and between these vessels and the coast 
when not too distant. 

There is no uncertainty as to the value of the gene- 
ral results aimed at in wireless telegraphy. The re- 
wards may, it is true, if gained, be divided among 
the several different companies of the system—in 
which case there will probably be a prompt coalition 
and combination amongst these companies—but as a 
whole the value of successful wireless telegraphy is 
capable of easy demonstration. The basis of compari- 
son with which it may be measured is at hand and 
when a reasonably complete success is reached, the 
proper capitalizations of the wireless companies will 
be easily determined. The only question is, will full 
success be attained ? 

When we come to an entirely new discovery where 
this “basis of comparison’”’ does not exist, the problem 
is much more difficult. It then passes from the con- 
dition of a problem capable of present solution into 
the domain of conjecture. 

Many of the important discoveries of the past 
twenty-five years belong to this class. The most con- 
spicuous example is perhaps the telephone. The ex- 
ploitation of liquid air is possibly one of the most 
characteristic. 

In this latter case the product was an entirely new 
one. It was surmised with much probability that its 
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use would be varied and extended. This was, how- 
ever, entirely surmise. The substance had not been 
produced in sufficient quantities and for a sufficient 
length of time to demonstrate its qualities, its appli- 
cations and the possibility of its commercial use. It 
might be used as a refrigerating element, or it might 
be used as’a source of power. It might be used as a 
“pulverizer” to make meat tender, or as a promoter 
of combustion to render materials ordinarily non- 
inflammable suitable for fuel. Many other ingenious 
applications were perceived and heralded and the 
“passing of the ice wagon” and of many other varied 
and even antagonistic articles and industries was 
plainly to be seen—according to the interesting state- 
ments of the interested parties. 

All this was mere speculation, however. The arti- 
cle, its method of manufacture and its applications 
were new. There was no “basis of comparison” upon 
which a reasonably proper capitalization could be 
based. Accordingly the most prominent of the com- 
panies organized to exploit the new industry was 
capitalized at the modest figure of $7,500,000. Easy 
dividends on this amount were figured out on the basis 
of different applications of the material, handsome 
offices were rented, interesting and striking demonstra- 
tions were given and the public was invited to invest 
at a price of $5 for each $100 share. 

Whether this company was organized in good faith 
to develop and operate a legitimate industry cannot 
be said. Certainly it very shortly developed into some- 
thing that looked strikingly like a stock jobbing enter- 
prise run for the benefit of certain of its promoters. 
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Every energy was devoted to the sale of stock, ex- 
travagant and unfounded claims were made as to 
facts and figures, and the whole thing shortly fell into 
disrepute and seems to have entirely disappeared. 

Here the capitalization was purely a matter of arbi- 
trary decision. In the hands of more extravagant 
promoters, it might have been increased a few millions 
—in the hands of more conservative men it might have 
been reduced as much. Neither could be said to ap- 
proximate the correct capitalization. It was purely 
a matter of guessing. 

Under conservative and proper management, the 
company referred to would probably have been capi- 
talized at from $100,000 to $500,000. A substantial 
interest would have been assigned to the inventor, a 
similar liberal interest would have been allotted to 
the men who put in the necessary development money, 
a safe reserve would have been kept in the treasury 
and the company so constituted would have been run 
—strictly for business and not for stock selling pur- 
poses—until the value of the discovery itself and of 
the particular patents under which they were operating 
had been demonstrated to at least a reasonable degree. 
The value of the whole enterprise could then have been 
approximated and the company have been re-capital- 
ized on the basis of this value. 

As the matter was conducted it was either a stock 
jobbing scheme, or exhibited a very premature and 
improper desire to “take profits’ before they were 
earned. 


CHAPTER XXIII. 


EXCESSIVE CAPITALIZATION. 


Excessive capitalization may be allowable and pos- 
sibly not improper for the more speculative enterprises. 
For the usual business corporation it is an unmitigated 
evil. 

An excessive capitalization renders the payment of 
dividends difficult if not impossible. Under improper 
management they are paid notwithstanding the condi- 
tions, and are therefore either paid at the expense of 
the future of the enterprise, or even worse than this, 
from improper or illegal sources. In any of these 
cases the prestige and reputation of the enterprise are 
seriously damaged, its financial conduct is difficult and 
its final success seriously endangered. As a matter of 
fact, many failures of really meritorious undertakings 
are directly due to over-capitalization. 

Also if stock in an over-capitalized enterprise is 
offered the public without an explanation or an under- 
standing of the true conditions, or at a price so low 
as in itself to indicate them, the proposition is more 
or less in the nature of a fraud. 

Beyond all this, over-capitalization has a tendency 
to create and maintain an inflated and fictitious atmos- 
phere. The enterprise is on an irresponsible basis and 
is too apt to be conducted on extravagant lines. Of 
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what use are the ordinary business economies when 
millions are being created by the stroke of a pen, or 
even less laboriously by the easy operations of a 
printing press? Without regard to the real value of 
the enterprise, a million dollar corporation would natu- 
rally be more handsomely housed and equipped than 
would a modest company with a capitalization of but 
$10,000 or $100,000. Also its officers would be more 
numerous, expect larger salaries and demand more 
generous treatment, and the same scale of lavishness 
would obtain from top to bottom of the entire enter- 
prise. 

The whole thing is wrong and artificial and from 
the substantial fee of the attorney who brings the over- 
valued company into existence, right through to the 
residuary retainer of the attorney who attends to its 
decent dissolution—if enough is left to make this last 
sad rite worth while—the over-capitalized company 
is plundered and mismanaged. 

Just what constitutes over-capitalization is too ex- 
tended a subject for discussion here. Unquestionably 
any enterprise is entitled to capitalize up to its actual 
value as a going concern and as much further as is 
necessary to provide for legitimate present and future 
needs. It may be entitled to capitalize profit proba- 
bilities. It may be compelled to capitalize profit pos- 
sibilities. Over-capitalization may then perhaps be 
defined as any capitalization in excess of the proper 
needs or necessities of the enterprise. 

Over-capitalization of ordinary business enterprises 
usually results from one of four causes: 
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(1) Fraudulent intent. 

(2) The method of promotion. 

(3) Over-sanguine estimates of value. 

(4) The avarice of owners or promoters. 

Fraudulent over-capitalization touches very closely 
on—if it does not include—that other vicious form 
of financial activity in which a capitalization is founded 
upon some non-existent enterprise. Here the real pur- 
pose of the undertaking is the sale of its valueless 
stock, and the property supposed to be represented by 
the usually generous capitalization is not owned by 
the promoters, or perhaps exists only in their imagi- 
nation. 

An exceptionally good example of this kind of capi- 
talization is afforded by a corporation known as the 
“Royal Diamond Company,” which some few years 
since conducted its operations with much artistic ability 
and success at No. 10 Wall Street, and, in fact, con- 
tinued to do so until stopped by an unappreciative 
police. } 

This company was supposed to own newly dis- 
covered diamond fields in South America rivalling the 
Kimberly. Stock was being sold to secure money for 
the alleged development of these fields. The glitter- 
ing claims and the attractive nature of the inducements 
offered were all that the subject demanded or that 
the imagination could desire. The undertaking was 
very successful in securing money. 

Here not only was the foundation of the enterprise 
itself—that is, the diamond mines supposed to be 
capitalized—absolutely non-existent, but so also were 
most of the accessories. Whole boards of directors, 
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composed of dukes and earls and other dignitaries 
needed in the business, together with banking refer- 
ences in different parts of the earth, and maps, state- 
ments, diagrams, specifications, and other details 
necessary or desirable for the promoters’ purposes, 
were constructed out of the whole cloth. In fact, the 
only real things about the unusually brazen swindle, 
outside the office furniture and other operating equip- 
ment, were its active agents, their dupes and the money 
received by the former from the latter. 

The only question in such a case is whether any 
capitalization based solely upon the “airy fabric of a 
dream” can be termed an over-capitalization. 

The ordinary fraudulent over-capitalization is, how- 
ever, founded on something more tangible if not more 
valuable than the ethereal assets of the Royal Diamond 
Company. When properties may be secured at so 
little expense or perhaps at no expense at all, it does 
seem reckless to found an enterprise entirely on noth- 
ing, the practice having the double disadvantage of 
being easy of detection and difficult of explanation. 
Even a good man might possibly over-capitalize an 
existing property, but it would be difficult to convince 
the most confiding magistrate that the capitalization 
of no property at all was merely a mistaken judgment 
as to values. 

At any rate, fraudulent over-capitalizations are 
usually based upon actual properties located in some 
far away place where investigation is difficult and, as 
far as the smaller investors are concerned, actually 
impossible. In these cases the properties are deliber- 
ately over-capitalized without any regard whatever for 
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present or future values, merely as a convenient and 
impressive basis for a swindle. Many of these under- 
takings have been signally successful in obtaining 
money for their promoters. In some few cases they 
have landed their promoters in the penitentiary. 

Enterprises over-capitalized from the second cause, 
i. e., the method of promotion, are sometimes diffi- 
cult of classification. That is, on occasion it is hard 
to say whether such an enterprise should be listed 
as a fraud or merely as an overstrained legitimate 
enterprise. Cases of this kind are best exemplified 
by the numerous and giaringly advertised propositions 
of the “get-rich-quick” variety, which contribute so 
liberally to financial advertising mediums, to the main- 
tenance of showy offices and officers and to the pay- 
ment of commissions and profits, that there is of 
necessity very little left for the operations of the “un- 
derlying” enterprise. As a rule, these undertakings 
are founded upon propositions of more or less merit. 
The promoters have no objection to merit if it can 
be secured without too much expense, but this founda- 
tion enterprise must be so over-capitalized to meet 
the numerous “preliminary” demands upon it, that 
there is in most cases no possible chance short of an 
industrial miracle that the overweighted enterprise 
will ever pay dividends. Frequently it does not even 
survive to the operative period. 

Of this class mining schemes are the least, and 
industrial schemes the most objectionable. Occasion- 
ally a highly capitalized and widely advertised mining 
scheme does by some lucky strike “pay out’’—the in- 
dustrials of the kind rarely, if ever. After the promo- 
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tion period and its profits are past, they almost in- 
variably “fold their tents like the Arabs and as silently 
steal away.”’ Unfortunately this is not the only steal 
involved in these enterprises. 

Over-capitalization due to the third cause—over- 
sanguine estimates of value—is of frequent occurrence. 

Inventors are specially prone to over-capitalizations 
from this cause. Naturally and of necessity they are 
of somewhat eccentric mental action, as, unless their 
minds did move in new and unusual channels, 
they would hardly invent. This being measurably 
true, it is no wonder that the inventor who, after 
months and perhaps even years of effort, expense, ex- 
periment and disappointment, has finally perfected his 
design—who sees the creation of his own brain in 
brass and steel actually operating and doing just what 
he intended it to do and possibly doing it well—should 
feel elated and be thoroughly convinced that his ma- 
chine is the one above all others, and that no capitali- 
zation, no matter what its amount, will reach the 
actual value of his device. 

The writer recalls one instance where an inventor 
still owning a controlling interest in his device, deem- 
ed it wise to incorporate the enterprise. At the time 
the invention consisted of a model half finished, un- 
patented and wholly untried. Nothing daunted by 
these conditions, the inventor capitalized his company 
at half a million dollars, one-half of which was issued 
to himself in part payment for the rights to his in- 
vention. In addition, the company was compelled to 
issue bonds to the amount of $50,000 in further pay- 
ment for the said rights. Still further the company 
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was required to refund all the expenditures, real and 
imaginary, incurred by the inventor in the course of 
his previous work on the invention. The company 
was also forced to agree to a somewhat excessive 
royalty to the inventor on all machines manufactured 
under any patents that might be obtained, and finally 
the inventor caused himself to be employed as general 
manager of the concern for a term of years at a salary 
in accord with his estimation of his services. 

The associates of the inventor who had already ad- 
vanced a large sum of money with reckless disregard 
of the usual precautions, received stock at the rate 
of two shares of stock—par value $100 each—for 
every $100 of cash invested. The company is now at 
a standstill, pending the discovery by the inventor of 
more individuals of weak mentality aWaiting separa- 
tion from their money. 

Promoters are also prone to this kind of capitaliza- 
tion. Here the genial optimism, characteristic of and 
perhaps necessary to the make-up of a successful mem- 
ber of the profession, leads him to see “millions” in 
it when these values are not perceptible to the ordi- 
nary vision. Therefore, with the most cheerful in- 
difference to the usual standards, he capitalizes at 
figures in accord with his airy belief in the possibilities 
of his scheme. 

The most common instance of this is when an en- 
terprise is placed in a promoter’s hands for financing 
under an agreement that the owner is to receive a 
fixed price, or a percentage of the financed enterprise, 
and that all the promoter can make or save beyond 
this belongs to him. Under such an arrangement 
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any capitalization that the enterprise could carry and 
still reach its intended financial destination, would 
hardly be open to criticism except from the standpoint 
of ethics. Promoters expect to make large profits and 
when successful do make them. In the cases under 
discussion, however, it is not uncommon to find the 
promoters deliberately deciding upon such an extrava- 
gant increase of price or of capitalization as would 
indeed make the angels weep if interested in the financ- 
ing of the enterprise. The load imposed is then so 
far beyond any reasonable profit or dividend-paying 
possibility, and so far beyond reason, that the whole 
undertaking is usually brought to disaster. 

The very recent experience of Mr. Charles Schwab 
with a picture dealer of Milan, while not a case of 
over-capitalization but merely one of excessive over- 
pricing, brings out so clearly the frame of mind and 
procedure characteristic of promoters in cases of this 
kind, that it may well be mentioned. In the instance 
referred to, a painting by Gainsborough had been 
placed in the dealer’s hands for sale at a fixed price 
to the owners, the dealer’s profit to be made by an 
advance on this basic price. The owners’ price was 
$3,500. The dealer, with a modest but becoming 
sense of the value of his own services, increased this 
price to $25,000, at which figure he offered it to Mr. 
Schwab. The latter was interested and finally agreed 
to purchase at the figure named. The price had no 
sooner been agreed to than the appalling conviction 
flashed across the dealer’s mind that he had hopelessly 
undervalued his services. He could not raise his price 
to Mr. Schwab, but he could and did appeal to the 
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owners of the picture to reduce their price to him in 
order that he might make a living wage out of the 
sale. This, though not knowing the dealer’s price to 
Mr. Schwab, the owners refused and it seemed proba- 
ble that the unhappy dealer would be forced to content 
himself with the meagre profit to which he had so 
carelessly committed himself. The negotiations had, 
however, leaked out in the meantime and a rival dealer 
of more petty ambition offered to sell the same pic- 
ture for $10,000. This naturally roused suspicion and 
Mr. Schwab declined to have anything more to do 
with the matter. The first dealer then, concluding that 
a wagon-load of loaves was better than no bread, 
brought suit for specific performance of the contract, 
but, having either stated or given Mr. Schwab to un- 
derstand that the price asked was that fixed by the 
owners, lost his case on the ground of misrepresen- 
tation. 

In the case cited the sale, it must be admitted, was 
very nearly carried to a successful conclusion, and in 
that event the price would, from a cold business stand- 
point, have been held to be justified. In the case of 
promoters who are utterly unable to stagger under the 
excessive capitalizations they impose upon themselves 
there is no justification and the practice is difficult to 
explain. It is not indulged in by the better class of 
promoters, but it is a mistake made by many a pro- 
moter who ought to know better. It seems to be a 
form of avaricious dementia. 

In the reading books of the old-time schools the 
pupils were regaled with a detailed account—inter- 
esting, if true—of the method by which the natives 
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in some parts of Africa catch monkeys. A hole is 
first made in a gourd just large enough to easily ad- 
amit a monkey’s paw. Through this hole the contents 
of the gourd are removed and replaced by large and 
angular nuts. The prepared gourds are then securely 
affixed to the branches of some tree favored by the 
particular brand of monkeys required at the time. 

The natives withdraw and the monkeys quickly 
flock to the scene of action to determine whether the 
new philanthropy is a Carnegie library or a Hearst 
free-lunch wagon. As soon as the real nature of the 
benefaction is ascertained each monkey occupying the 
proper respective coign of vantage obligingly inserts 
his paw through the hole in his gourd, seizes a handful 
of the nuts and tries to withdraw from the game. As 
the hole is of the exact size to admit the unloaded 
paw, this naturally cannot be done. The avaricious 
monkey, however, refuses to drop his prize, remains 
self-caught and is so held until the natives return and 
consign the foolish monkey, along with other captured 
compatriots, to an organ grinding academy. 

The illustration afforded by this narrative is too 
good to permit us to question its veracity. It is ex- 
actly what promoters do when they load up so heavily 
and seek to grasp so much that they are able to do 
nothing. The promoter is worthy of his hire, and 
its amount should be liberal, but to grasp at so much 
that he loses all is not only an injury to himself but 
a direct and unjustifiable wrong to his client. 

The subject of compensation of promoters is dis- 
cussed in a later chapter and will not be taken up here. 
For the present purpose it will suffice to say that to 
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double the capitalization of an enterprise in order that 
the added half may go to the promoters is not un- 
common, and is often greatly exceeded. If this were 
the compensation of the man who puts in the money 
it would be another question, but when it is merely 
for the parties who find the parties who put in the 
money, it does seem excessive. More than that, the 
men with money ordinarily will not have it. Nothing 
is gained and usually all is lost. 

In one case within the writer’s immediate knowl- 
edge, the inventor of a very practical and valuable 
little invention offered it to his promoters for $25,000. 
The promoters thereupon promptly capitalized the en- 
terprise on the basis of $100,000 for themselves. The 
enterprise lags and will almost certainly come to grief, 
not from any lack of merit or demand, but just simply 
because the over-capitalized offering is not attractive 
to the men with money. These latter are not unwilling 
to be found when promoters have anything really 
good, but they do object to having the larger part of 
the enterprise turned over to the promoters for the 
discovery. The capitalists are selfish enough to want 
some reasonable proportion for themselves. 


-e ’ 5 


4 


of 


meet is 


Po ee 


> 
Pav 


Me 
toy 
‘ 


, 


wr 


. 


Her 
ft 


Sone 4oo=t 


SP AL 


i tt 
isi 


+ 


t-¢- 


we 


gb gt at 2828 


070-3 


7th eles le 
Tolet ¢ 
mysose gt 225 


‘toler 


Apa’ } 


$7 
ni s2hang eae 
2523 


7. 
+ 


Ay, 


Tas 


pirbtane 


wits 


eles 


oT % 


Te. 
By 
aT 


-o5t8et, 


aa 


segs 


txt 
ar ae rts 


1 
be 


i 


viiSt 


itt 
af 


ee 


f 
*. 
Fy) 
phe 


e 


ae ihe 7 y 
fai Terre est 
of ‘ i Sree elras 


by f 


? 


shite 


ay 


it 


eee 


ate 
is 


” 


pet 
bed Pe hat? 


a 


+$=0-9> 
rae ka ky 
peSes 


est; 8: 
* 


pe ete s 
fs 


3503 


ins 
on 


hee 
Tet 


Fe 


ie 


to 


e 


